Foreword 


The year 2010 has started off with mixed opinions and expectations from businesses around 
the globe. The general feeling would seem that the recession is broken and that the road 
to economic recovery has started. Some major retailers and businesses worldwide have 
indicated that they expect an increase in sales and profits for 2010. Consumer confidence 
is also on the up with indices world wide showing a move towards more optimism than 
pessimism. Gold has continued to rise and this is due to uncertainties in the marketplace. 
The Korean crisis has fuelled the fears of political instability and the threat of war in the 
region — leading investors to dump shares and invest in gold as a more stable commodity. 
This in turn has led to most stock exchanges showing a drop in May. 

The European union and the euro has also come under huge pressure with the massive 
bailout of Greece seen as only the start of the woes for the European union as a whole. 
Speculation is that there are a number of countries in difficulty and that Italy will soon 
follow with its own problems. Coupled with the internal problems experienced by 
Thailand and Jamaica, in the first part of the year investor confidence in these markets 
will be at a low. 

It would seem that 2010 will be characterised by tumultuous events on both the 
political and economic front and that the best that can be hoped for is a more stable global 
economy. Leaders in the respective super power nations will have to show some form of 
statemanship and leadership to restore investor confidence and to stabilize the markets. 
The new coalition government in Brittan has already gone some way of stabilizing the 
economy in the region and it is hoped that this will spill over to other countries. 

The happenings all over the world also provides opportunities for academics and 
scholars to reflect on their teachings and to what extend these happenings can and will 
impact on theories and practices. It is important that these actualities and realities are 
noted and shared with students and industry in order to enhance the body of knowledge 
in business in general and in retail and marketing in particular. There is a renewed call 
for the integration of theory and practice, or work integrated learning, in order to prepare 
students for the real world after study. The lessons learned every day in business must in 
some way be integrated with classroom teaching. Articles focussing on the application of 
the theory in practice can therefore go a long way in achieving this. 

In the “Opinion” section of this edition the chief strategist of the JD Group, one of 
the largest retailers in South Africa fives his vision of the retail and marketing landscape 
ahead. 
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ABSTRACT 


I 

i This study extends the existing satisfaction—trust-loyalty paradigm to investigate how: 
customers’ affectionate ties with firms (customer—firm affection)—in particular, the! 
' components of intimacy and passion—affect customer loyalty in services. In a bilevel model, | 
| the authors consider customer—staff and customer—firm interactions in parallel. Through : 
a netnography study and survey researchin two service contexts, they confirm (1) the: 
' salience of intimacy and passion as two underrecognized components of customer-—firm | 
| affection that influence customer loyalty, (2) the complementary and mediating role of: 
: customer-firm affection in strengthening customer loyalty, (3) significant affect transfers | 
from the customer-staff to the customer-firm level, and (4) the dilemma that emerges! 
' when customer-staff relationships are too close. The findings provide several implications | 
i) 
i) 
i) 
i) 
i) 


service interactions and how to manage customer-staff relationships properly. 


Keywords: customer-firm affection, intimacy, passion, customer loyalty, affect transfers. 
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Adopting a relational paradigm for services 
marketing offers obvious promises. For 
managers, strong and_ stable customer 
relationships deliver favorable word of 


scholarly research into satisfaction and 
customer loyalty (Bolton 1998). First, it 
promotes constructs such as 


firm trust 


and commitment, which helps distinguish 


mouth (Verhoef, Franses, and Hoekstra 
2002), justify price premiums (Bolton 1998), 
reduce employee training costs, and even 
lower staff turnover (Sheth and Parvatiyar 
1995), all of which leads to higher firm 
profits. This paradigm also rejuvenates 


relational from transactional services (Berry 
1995). Second, it stimulates  cross-level 
studies that bridge customer- and firm- 
level domains, enabling us to examine how 
firms develop, sustain, and benefit from 
strong customer relations (Sirdeshmukh, 
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Singh, and Sabol 2002). Yet research and 
managerial promises have not materialized 
fully, and questions remain regarding 
the power of the well-accepted linkage of 
satisfaction to trust to loyalty, on which 
many customer relationship programs have 
been anchored. Fournier, Dobscha, and 
Mick (1998) challenge the effectiveness of 
customer relationship programs because 
loyalty in services remains elusive and 
unpredictable (Agustin and Singh 2005). 
As the following quotation _ illustrates, 
building customer loyalty remains a key 
priority but also a problem area for many 
service managers: 
The old [customer relationship 
management] agenda as a_ bandage 
should now be replaced with the new 
agenda of customer intimacy, that is, to 
make customers feel good whenever 
they make contact with your company. 
Every interaction isn’t a moment to be 
avoided or cut short, but an opportunity 
for further intimacy with the customer.... 
Your employees are closest to the action; 
they know what works and what doesn’t 
work for the (Steve Ballou, IBM Institute 
for Business Value; see IBM Global 
Services 2006, emphasis added) 


Perhaps firms fail to build strong customer 
loyalty because they are unable to create 
strong emotional bonds’ with _ their 
customers (Fournier, Dobscha, and Mick 
1998; McEwen 2005). 

At the same time, many firms 
estimate the contribution of customer— 
staff interactions to customer loyalty. 
Although they recognize the salience of 
customer-staff relationships for favorable 


under- 


1 


service experiences, many discourage staff 
from developing strong relationships with 
customers for fear that such relationships 
might divert customer loyalty to the staff 
rather than the firm (Bendapudi and Leone 
2002; Palmatier, Scheer, and Steenkamp 
2007). This study responds to both these 
tenets. First, we apply the triangular theory 
of love (Sternberg 1986), which postulates 
that intimacy, passion, and commitment 
are three constituent components of 
love, to conceptualize customers’ strong, 
enduring affectionate bonds with a firm 
(hereinafter, customer—firm  affection).! 
Unlike existing that regards 
commitment as the sole pillar, our study 
proposes complementary contributions 
of intimacy and _ passion to 
loyalty formation. Second, we delineate 
how customer-—staff relationships may 
contribute to customer loyalty. Favorable 
customer-staff interactions prompt positive 
customer—staff relationships, which 
helps strengthen customer—firm linkages. 
Accordingly, a dual strategy to enhance 
favorable relationships at both customer— 
staff and customer—firm levels appears to 
be warranted (Reynolds and Beatty 1999). 
However, if customer-—staff relationships 
dominate, a potential “hostage” situation 
emerges, in which service staff can “kidnap” 
customers (Bendapudi and Leone 2002). Yet 
the salience of the affect transfer underlying 
this double-edged sword dilemma (i.e., 
to promote or not to promote favorable 
customer-—staff relationships) has 
assessed in service loyalty studies. 

Service contexts are known 
diversity in the degrees of customer-—staff 
interactions. By testing our propositions 


literature 


customer 


not been 


for their 


We thank the editor for suggesting the use of the term “customer—firm affection.” Some recent studies 


(e.g., Carroll and Ahuvia 2006) use the term “love” to label consumers’ “lovelike” affection for particular 


brands, products, or consumption activities. The intensity of these lovelike affections ranges from 


simple liking to an intense emotional attachment with these objects of affection. However, in general, 


love refers to romantic, interpersonal relationships. To distinguish such differences, we use the term 


“customer—firm affection” to refer to the affectionate bonds customers form with services, such as fast- 


food restaurant and hair salons. 
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in two service contexts — one transactional 
(fast-food restaurant) and one 
(hair salon) — we aim to enhance our 
model’s validity. Thus, we assess how the 
salience of (1) customer—firm affection, 


relational 


(2) affect transfer from the customer— 
staff to the customer—firm level, and (3) 
the double-edged sword effect operates 


differentially in different service contexts. 
We posit that the strength of some 
customer—firm affection components, such 
as passion, is greater for transactional than 
for relational services. We also believe that 
the amount of affect transfer is greater for 
relational than for transactional services. 
In short, we postulate that the service 
typology moderates the relative salience of 
customer—firm affection components and 
affect transfer. We use a netnography study 
and a survey of realworld consumers to 
improve the applicability of our findings. 


CONCEPTUAL BACKGROUND 


Conceptof Love, Sternberg’s Triangular 
Theory of Love, and Attachment Theory 

Love is a global concept that artists, 
philosophers, and _ social scientists 
commonly define as a subjective, holistic 
integration of thoughts, feelings, and 
prior actions (Fehr 1988). As a powerful 
motivator, love can twist a person’s 
perceptions, define affective boundaries, 
and cause a person to defy costs and risks. 
Thus, love is vital in forming enduring 
relations (Kelley 1983). Psychologists 
conceptualize love in great detail. Early work 
by Hatfield and Walster (1978) classifies 
love into companionate and passionate 
types. Shaver and colleagues (1987) refine 
it to include affection, lust, and longing. 
Sternberg (1986, 1988) synthesizes previous 
attempts and defines love according to 
three constituent components: intimacy, 
passion, and commitment. Intimacy refers 
to the bondedness and connectedness of a 
relationship; it culminates in a relationship 
in which people “experience warmth”. 


Passion pertains to the romantic essence of a 
intense feelings of 
attraction and _ desire (Sternberg 1986). 
Whereas passion can spike up or down 
within a short time, intimacy is a matter of 
“knowledge” that accumulates (Ahuvia 

2005; Sternberg 1988). Brehm (1988) 
notes that physical separation may reduce 
intimacy but fuel passion and strengthen 
desire. Thus, intimacy and _ passion are 
powerful components that represent love’s 
and motivational drivers. In 
contrast, commitment refers to a cognitive 
aspect of love (Shimp and Madden 1988); it 
interaction from an 


relationship and reflects 


emotional 


transforms the 
instantaneous, transactional exchange to a 
strong and enduring relationship. 

Using various combinations of these three 
components, Sternberg (1988) delineates 
eight different types of love and depicts them 
with a variety of triangles that reveal both the 
amount (area of the triangle) and the balance 
(shape) of love. The larger the triangle, the 
more love’ is represented. An equilateral 


triangle reflects consummate love in 
which all three components are equally 
strong, a scalene triangle in which 
passion dominates represents infatuation, 


and an isosceles triangle in which intimacy 
plays the greatest part reflects simple liking. 
Thus, Sternberg’s theory provides 
instrumental insights into typologizing and 
measuring love. Attachment theory 
(Ainsworth 1973; Bowlby 1969) provides 
another theoretical foundation for the 
dynamics and functions of love in 
relationships with friends (Trinke and 
Bartholomew 1997), romantic partners 
(Hazan and Shaver 1987), prized possessions 
(Ball and Tasaki 1992), and brands (Park, 
MacInnis, and Priester 2006; Thomson, 
MacInnis, and _ Park 2005). Attachment 
theory was first developed to explain infant— 
caregiver relationships by conceptualizing 
attachment as an infant’s inborn, 
goalcorrected control system that regulates 
behaviors to obtain (or 
maintain) proximity to a specific giver 


his or her 
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or attachment figure and thus 
protection from physical and psychological 
threats and promote emotion regulation 
and healthy exploration (Bowlby 1969). 
Similarly, people develop attachments to 
objects (e.g., products, stores, brands) that 
they can count on to fulfill their functional, 
experiential, and emotional needs (Park, 
MacInnis, and Priester 2006). Sternberg’s 
love theory and attachment theory differ, 
but they share key commonalities. 


secure 


For example, Sternberg considers 
commitment a component of love, 
whereas’ Park, MacInnis, and Priester 


(2006) argue that it is an outcome of 
brand attachment. Nevertheless, both 
conceptualizations emphasize emotional 
connectedness (or intimacy) between the 
person and the attached object (Sternberg 
1987). As Sternberg does, McEwen (2005) 
and Thomson, MacInnis, and Park (2005) 
postulate that passion plays a central role 
in forming brand attachment. McEwen 
even argues that passion is the apex of the 
pyramid of brand attachment. In summary, 
both attachment theory and Sternberg’s 
love theory define people’s affectionate 
bonds with other people, objects, or brands 
as a multifaceted construct in which 
intimacy (connectedness) and passion are 
its core elements. 


Love of Products, Love of Brands, and 
Love of Service Firms 

Consumers are known to develop strong 
affectionate ties with products and activities 
(Carroll and Ahuvia 2006; Chaudhuri 
and Holbrook 2001; Fournier 1998). In 
a series of six studies, Fehr and Russell 
(1991) show that people display different 
types of noninterpersonal love toward art, 
food, sports, money, and so forth. These 
affectionate ties also apply to brands, 
ranging in intensity from friendly affection 
to. passionate love and even additive 
obsession. Carroll and Ahuvia (2006) and 
Thomson, MacInnis, and Park (2005) 
separately develop scales to identify brand 


love and confirm that it is distinct from 
brand attitude, satisfaction, or involvement 
in both high-involvement (e.g., car) and 
low-involvement (e.g., consumer packaged 
goods) contexts. These studies also establish 
that affectionate ties with brands link to 
consumers’ commitment (Fournier 1998) 
and loyalty (Thomson, MacInnis, and Park 
2005) to the brand. 
Consumption objects that 
love may include service firms (Chaudhuri 
and Holbrook 2001; McEwen 2005; 
Shimp and Madden 1988); for example, 
Chaudhuri and Holbrook (2001) suggest 
that a customer’s loyalty to a restaurant 
results from strong emotional feelings 
toward it. However, customers’ affectionate 


consumers 


ties with service firms rarely receive 
research attention. Anecdotal evidence 
in practitioner publications argues 


that customers feel love toward service 
firms when they experience successful 
interactions with the servicescape (e.g., a 
piano at Nordstrom) and service staff (e.g., 
flight attendants of Singapore Airlines, 
baristas at Starbucks) over time (McEwen 


2005; Spector and McCarthy 2005). 
Cultivating “customer love” through 
exceptional service may be the “Big 


Kahuna” of customer loyalty (Bell 2000). 
From these findings, we draw three main 
implications. First, customers form strong 
affectionate ties with service firms. Second, 
exceptional service drives customer—firm 
affection. Third, customer—firm affection 
is a potentially viable construct that may 
provide the missing link to loyalty in 
services. 


Passion, Intimacy,and Commitment in 
Service Exchanges 

On the basis of case studies of a large USS. 
retail bank and a Japanese luxury retailer, 
Fleming, Coffman, and Harter (2005) 
report that customers who are passionate 
about firms have substantially lower 
and higher spending levels 
than those who are not. Customers who 


attrition rates 
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score in the upper 15%—20% on their 
emotional attachment measure deliver a 
23% premium, compared with the average 
customer, in share of wallet, revenue, 
profitability, and _ relationship growth. 
Edwards and Day (2005) cite several British 
firms (e.g., Camper, Co-Operative Food, 
Co-Operative Bank) as examples of people’s 
passion toward service firms. 

Support for the concept of intimacy 
in customer—firm affection also emerges 
from social exchange theories, which 
postulate that people are motivated to 
engage in relationships (Emerson 1987). 
As relationships develop, interactions 
increase, and participants grow increasingly 
intimate, followed by stronger attachments 
and positive emotional ties (Saavedra and 
Van Dyne 1999). In the service context, 
intimacy between firms and customers 
might form in similar ways through positive 
consumption interactions. 

Marketing literature includes a 
tradition of applying interpersonal 
relationship theories to the study of 
customer—firm interactions. Provide 
insights into the role of commitment in 
customer—firm relationships, indicating 
that it mediates satisfaction and future 
intentions (Bansal, Irving, and Taylor 
2004; Garbarino and Johnson 1999). Other 
research confirms the effect of commitment 


rich 


on customer retention and customer share 
development over time (Verhoef 2003). Yet 
this stream of research largely ignores how 
intimacy and passion may contribute to 
relationship formation (Fournier 1998). 


Sternberg’s triangular theory of love 


can serve as the theoretical foundation 
for customer—firm affection in service 
exchanges for several reasons. First, 


marketingresearchersoftenuseinterpersonal 
love aS an appropriate framework for 
studying “lovelike” attachments in 
customer—object relationships (e.g., Shimp 
and Madden 1988), buyer—seller relational 
exchanges (e.g., Dwyer, Schurr, and Oh 
1987), and brand love/attachment (e.g., 


Carroll and Ahuvia 2006; Thomson, 
MacInnis, and Park 2005). Second, of the 
various love theories, Sternberg’s (1986, 
1988) has received the most attention and 
support in general and in the marketing 
literature in particular (Fournier 1998; 
Shimp and Madden 1988). Third, recent 
research into customer—object love (e.g., 
Ahuvia 2005; Park, MacInnis, and Priester 
2006; Thomson, MacInnis, and Park 2005) 
suggests that people love consumption 
objects, which enable them to express 
themselves and construct a sense of self 
in the face of identity conflicts; these self- 
defining and expressive functions of loved 
objects also emerge for service firms (Sirgy, 
Grewal, and Mangleburg 2000). Fourth, 
customer—firm affection develops as a 
result of customers’ successful interactions 
with not only nonhuman aspects of the 
such as the servicescape, but 
personnel. Therefore, the 
relationship between customers and service 
firms inherently becomes somewhat 
interpersonal (Iacobucci and Ostrom 
1996), so an interpersonal love framework 
is applicable to examine affectionate bonds 
between customers and service firms (versus 
objects). 


services, 
also service 


Customer-Firm Affection as a 
Distinctive Construct 

Customer—firm affection differs from two 
related constructs — satisfaction (Oliver 
1980) and consumption affect (Westbrook 
and Oliver 1991 — in terms of its formation, 
nature, and effect. First, customer—firm 
affection reflects an affectionate, enduring 
bond, often formed through multiple 
favorable experiences and interactions. In 
contrast, satisfaction and consumption 
affect (Westbrook and Oliver 1991) are 
specific to an experience (eg., How 
satisfied [happy] are you with our hotel 
service?). That is, whereas satisfaction and 
consumption affect measure the “flow” 
of experience, customer—firm affection 


summarizes these flows into a_ holistic 
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bond. Second, 
develop lovelike attachments to a service 
firm when the firm allows them to define 
or express themselves; consumption affect 
requires no such condition. Third, although 
all three constructs are multidimensional, 
customer—firm affection consists of three 
components, whose different combinations 
result in distinctively different types 
(Sternberg 1988), unlike either 
satisfaction or consumption affect. Fourth, 
customer-—firm affection represents positive 
feelings; its lower bound is defined as the 
absence of any particular feelings for a 
service firm (Shimp and Madden 1988). 
In contrast, consumption affect includes 
both positive and negative (e.g., distress) 
feelings (Westbrook and Oliver 1991). 
Fifth, although satisfaction (and, to a 
lesser extent, consumption affect) drives 
postconsumption _ behaviors, 
such as complaint, repurchase, and brand 
loyalty, we postulate that customer—firm 
affection provides a complementary 
effect through an _  affection-based and 
relationship-prone route. 


affectionate customers 


of love 


consumer 


The Netnography Study 

We use data from the Lovemarks Online 
Community for our netnography study 
(The Future Beyond Brands; see http:// 
www.lovemarks.com/) because of the 
Web site’s relevance to our research focus 
(ten categories of 2858 brands/ firms),? its 
inclusion of low- and high-involvement 
contexts, its high activity level (more than 
10,000 consumers, 15 million page views, 


and 9000 plus links and comments), and 
its global reach (U.S., European, and Asian 
consumers). Thus, it provides an externally 


valid platform for researchers to study 
consumer love of brands and firms. 
Of the posted comments, we _ exclude 


categories that are unrelated to objects and 
firms (e.g., people, sports, media, places). 
Because our purpose is to uncover the 
constituent components of affection toward 
a firm, we screen the selected postings and 
exclude those that express negative feelings 
and multiple postings by the 

We select postings that are 
customer—firm affection developed as a result 
of successful interactions with staff, products/ 
services, or the servicescape of stores or service 
firms. These criteria reduce the number of 
qualified postings to 691, most of which were 
posted between November 2002 and October 

2006. We then create our final sample for the 
classification analysis by selecting every third 
posting within each category (in alphabetical 
order of firm/store names). Therefore, the 
sample contains 230 postings. 

We adopt a_ three-step procedure for 
“expert judging” (Krippendorff 2004) to 
content analyze the selected comments. 
First, the authors developed, 
pretested, finalized the judging 
instructions and coding schemes. Second, 
we recruited two graduate students and 
trained them in the definitions of the three 
components of customer—firm affection. 
The judges coded two training samples (20 
postings each) until their interrater reliability 
reached the .80 cutoff point (Krippendorff 


same person. 
relevant to 


two of 
and 


The ten major categories are (1) food and beverage (e.g., Nescafé, McDonald’s, Burger King, Coca-Cola) 


with 536 brands; (2) people (e.g.,pop singers and stars, including Madonna and Jackie Chan) with 236 


brands; (3) auto, marine, and aviation (e.g, BMW, Southwest Airlines) with 126 brands; (4) fashion 


and beauty (e.g., Abercrombie & Fitch, April Cornell) with 456 brands; (5) entertainment (e.g., Fear 


Factor, Band of Brothers, iTunes) with 290 brands; (6) places (e.g., Germany, Harvard Business School, 
Hilton) with 210 brands; (7) sports (e.g., Fifa World Cup, As Roma, Boston Red Sox) with 164 brands; (8) 
technology (e.g., Sony, Nokia, Orange) with 170 brands; (9) media (e.g., BBC, BusinessWeek, alien series) 
with 298 brands; and (10) others (e.g., IKEA, 3M, Lego) with 372 brands. The Web site has been updated 


since we completed our data collection; the “others” category now consists of home and living, retail 


and shopping, and others categories. 
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Table 1: Sample posting displaying customer-firm affection 


Intimacy: “I love to go to Starbucks even though I’m 
not really a coffee-lover as | think it’s not healthy. 
Every time | go there, it gives me a homely feeling, 
which is very warm and close; it welcomes 

me to stay as long as | want and is aplace for me to 
take a good break.” (Hong Kong, 2002) 


Passion: “| miss IKEA, and sodo many of my friends 
in New Zealand. | have contacted the company 
that owns IKEA franchise in NZ, and they have told 
me they have no plans of opening IKEA 

in NZ. Pity... Toronto, Canada especially has 1 IKEA 
for every 700K people. In Auckland alone it’s over 

a million and yet no IKEA. Come on — open up! We 
need it here. Check the market prices for furniture 
—it’s agoldmine!” (New Zealand, 2006) 


Commitment: “Standing the test. My parents live 
in the bay area of San Francisco, and | go to 
college in L.A., sol’m often traveling between 
California’s two main urban centers. I'd flown 
Southwest before but never regularly. That's the 
true test of any airline; can it stand the test of 
repeated flights? Will the little annoyances become 
unbearable? Well, Southwest is the cheapest, most 
efficient, easiest ‘short hop’ airline I’ve ever flown. 
Their flights are on time or early almost without 
fail, and the self check-in is amazing. Whenever | 
can, | fly Southwest.” (United States, 2003) 


Intimacy and passion: “Love love love the chicken! 
I’m from asmall town in South Carolina, and we 
pretty much live on sweet tea, biscuits, and chicken. 
Whenever my friends visit from up north, | always 
take them to Chick-Fil-A and they are speechless. | 
think it is the greatest place to eat ever! | go at least 
four times a week. It’s a small piece of heaven if you 
ask me.” (United States, 2005) 


2004). Third, the two judges independently 
coded the remaining 190 postings and 
reached a high level of interrater reliability 
(>.90). We 
the judges could not reach an agreement. 


rejected 7 postings because 


Examples of postings displaying components 
of customer—firm affection appear in Table 1 
(for more information on the netnography 
study, see the Web Appendix at http://www. 
marketingpower.com/jmrdec08). 


Passion and commitment: “Zara is the place | go 
when | need fashionable clothes. It’s the first, and 
most of the time the only, store | need to go 
whenever looking for nice clothes. | can’t live 
without it anymore. I’m addicted to it! It’s the only 
place | go and never leave without spending some 
money!” (Brazil, 2006) 


Intimacy and commitment. “| have been a customer 
of Ambience Salon and Spa (by the Hairy Cactus) 
for five years or more. | enjoy the friendly staff that 
greet me at the door as well as the extra sensory 
experience cards they provide. It is always a treat 
to choose ‘an extra’ service to accompany the 
treatment provided. | love the ‘ambience’ of the 
new salon. The atmosphere (especially the colors 
and decor) is exactly the type of environment | 
want to view when getting my treatments.” 
(United States, 2004) 


Intimacy, passion and commitment. “Whenever my 
life feels out of control | head to The Container 
Store. Sometimes | just wander the isles. Some- 
times | buy supplies to overhaul a closet. Regard- 
less, every time | enter the store a sense of calm 
comes over me. The employees are always happy 
and helpful. Never, ever pushy. The store is always 
immaculate. No matter how many times | visit, | 
always find something new. | decide to follow my 
passion. Sol am a prime time employee at The 
Container Store. | can tell you the only thing that 
beats being a Container Store customer is being a 
Container Store employee. The Container Store is 
truly a Lovemark to its customers and employees.” 
(United States, 2005) 


The results support the applicability of 
Sternberg’s love paradigm to conceptualize 
customer-—firm affection, in that consumers’ 
expressions of affection toward firms 
include terminology with 
intimacy, passion, and commitment. 
The three components apply to both 
low-involvement (convenience stores, fast- 
food restaurants) and high-involvement 
(education, financial services) categories. 


consistent 
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Postings about high-involvement categories 
tend to reveal relatively high commitment, 
whereas those about low-involvement 
categories are relatively higher in passion, 
though both achieve similar ratings on 
intimacy.* We _ discuss these qualitative 
results further in the hypotheses section. 


Customer-Staff Relationships 


By assuming a broader _ relational 
perspective, current studies expand research 


on customer—firm transactions to include 


interpersonal relationships between 
customers and service employees. This 
development, which separates customer 


evaluations of the service firm from those of 
service employees, proves salient for both 
business-to-business (B2B) and _ business- 
to-consumer (B2C) services (Iacobucci and 
Ostrom 1996). 

In a B2B context, Bolton, Smith, and 
Wagner (2003) suggest that business 
customers make conscious distinctions 
between aspects of service attributable to 
the service agent and those attributable 
to the organization. Using a_ resource 
exchange theory—driven model, they 
show that B2B customers’ optimize 
relationships by trading off social 
resources (related to staff) with economic 
resources (related to service firm). 
Their finding suggests that managers 
should strike a proper balance between 
deploying _ service employees and 
structuring service operations in their 
service delivery systems. Furthermore, 
their suggestion to manage these bilevel 
relationships separately is supported by 
Doney and Cannon (1997). 

In B2C services, managing 
relationships among customers, employees, 
and firms appears equally prominent. 


bilevel 


In retail sales, Beatty and colleagues 
(1996) confirm the need to distinguish 
between relationship selling (ie., 
locking customer and sales associate 
together) and relationship marketing 
(i.e., connecting customer to firm) 
because the former accrues benefits 
to the staff, perhaps at the expense of 
the firm. Czepiel and Gilmore (1987) 
note that some customers form dual 
bonds, which prompts them to develop 
different expectations and evaluations 
of their service experience (Reynolds 
and Beatty 1999). Swan and Oliver 
(1989) confirm that the antecedents 
and consequences of salesperson and 
store satisfaction may differ because 
consumers might be satisfied with 
their overall experience or just with 
their interactions with salespeople. 
Sirdeshmukh, Singh, and Sabol (2002) 
take this perspective further and 
propose that consumers form dual trust 
and loyalty toward frontline employees 
and firm policies and practices. In 
summary, extant research suggests 
that models that contain distinctive, 
separate consumer evaluation processes 
of service employees and firms must be 
built. 


PROPOSED MODEL AND HYPOTHESIS 
DEVELOPMENT 


We depict our proposed framework in 
Figure 1, which builds on_ established 
service quality and customer satisfaction 
paradigms with three extensions. 

First, we postulate that customers develop 
affectionate bonds with firms through 
their repeated experience of high levels of 
service quality and satisfaction. Second, we 
propose that customer-— staff relationships 


Intimacy = 31.1% low versus 31.3% high, passion = 13.4% low versus 6.3% high, commitment = 23.5% 


low versus 34.4% high, intimacy and passion = 4.2% low versus 3.1% high, passion and commitment = 


15.1% low versus 6.3% high, intimacy and commitment = 10.9% low versus 18.8% high, and intimacy 


and passion and commitment = 1.7% low versus 0% high. 
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exert direct and indirect (through customer— 
firm relationships) influences on consumer 
loyalty. Third, we examine the roles of 
customer—firm affection and interpersonal 
relationships for loyalty development in 
transactional and relational services. 


Extant Model 1: Links Among Quality, 
Satisfaction, Trust, and Loyalty at the 
Firm Level 
Service quality and customer satisfaction 
represent two major paradigms that 
describe how consumers develop loyalty 
toward firms. The former examines service 
evaluations through quality dimensions 
and links them to future purchases 
(Parasuraman, Zeithaml, and Berry 1988); 
the latter emphasizes satisfaction as a direct 
and positive driver of loyalty (Oliver 1980; 
Reynolds and Beatty 1999). Marketing 
scholars (Bitner and MHubbert 1994) 
regard quality and satisfaction as unique 
constructs that offer distinct contributions 
to the understanding of service evaluation 
and consumer loyalty formation. 

Studies also assess how trust mediates 


satisfaction and loyalty (Hennig-Thurau and 
Klee 1997). Trust captures the 
element of a_ satisfying 
experience and functions as 


commitment 
consumption 
an aggregate 
evaluation that motivates a consumer to 
form an enduring tie with the firm (Selnes 
1998). Similar findings in the B2B context 
indicate that interfirm trust determines 
stable B2B relationships (Yilmaz, Sezen, 
and Ozdemir 2005). In our 


core 


summary, 
model postulates that quality links 
positively to satisfaction, which in turn 
links positively to loyalty and is mediated 
by firm trust. 


Extant Model 2: Links Among Social 
Rapport, Trust, and Loyalty at the Staff 
Level 
Various studies contribute by 
conceptualizing — the components of 
customer-—staff relationships and __ their 
salience for repurchase intentions and 
across service contexts. Trust 
toward service staff (Doney and Cannon 
1997; Macintosh and Lockshin 1997; 
Sirdeshmukh, Singh, and Sabol 2002), 


referrals 


Figure 1: Framework depicting the bilevel process of relational exchanges 





Staff trust 






Service quality Firm trust 











Customer 


satisfaction 





Customer-—firm 
affection 







Staff loyalty 
intentions 


Customer-Staff 
Relationship 


Share-of- 
purchase 
intention 


Firm loyalty 
intentions 


Customer-—Firm 
Relationship 


Notes: Solid arrows denote the focal relationships in this study; dotted arrows denote relationships 


established by prior research. 


10 International Retail and Marketing Review 





satisfaction (Bolton, Smith, and Wagner 
2003; Reynolds and Beatty 1999), rapport 
(Gremler and Gwinner 2000), and 
commitment/loyalty (Macintosh and 
Lockshin 1997; Reynolds and Beatty 1999) 
represent salient relational factors for 
customer-staff relationships. 

We examine three components: 
rapport, staff trust, and staff loyalty. Social 
rapport refers to a customer’s perception 
of an enjoyable interaction with a staff 
member, characterized by his or her 
personal connection (Gremler and Gwinner 
2000). Appropriate rapport enhances social 
bonding, reduces uncertainties about the 
relational outcome, and indicates that the 
staff is committed to the customer’s best 
interest (Crosby, Evans, and Cowles 1990); 
in turn, it motivates customers to form 
trusting relationships with staff members. 
Finally, staff trust helps lower the risks 
of service exchanges and actively builds 
ongoing connections. Price and Arnould 
(1999) suggest that customers become loyal 
because they connect, or develop rapport, 
with service staff. Lewicki and Bunker (1995) 
also argue that the stronger the bond, the 
more difficult it becomes for customers to 
end the relationship. In summary, social 
rapport is positively related to staff trust 
and staff loyalty. 


social 


Mode! Extension 1: Cross-Level Transfer 
(Customer-Staff to Customer—Firm) 

As we noted previously, extant literature 
highlights the need to analyze customer, 
staff, and firm relationships in a bilevel 
manner to unfold the dual _ processes 
exchange that require staff 
involvement (Macintosh and _ Lockshin 
1997). This dual-process notion helps 
us analyze how customer-staff trust and 
loyalty might transfer to customer—firm 
trust and loyalty. Gummesson (1987) 
confirms that positive customer—frontline 
staff relationships, which incorporate a 
social dimension, contribute to customer 
perceptions of service firm quality. 


in a service 


Customers who have strong relationships 
with service staffcommit to the firm, which 
strengthens the customer—firm relationship 
(Butcher, Sparks, and O’Callaghan 2002). 
In B2B services, Bolton, Smith, and Wagner 
(2003) find that firms can provide more 
social resources to compensate for lower 
levels of economic resources; an increase 
in social investments appears to reduce the 
negative effect of lower structural aspects of 
a service. 

This cross-level transfer of 
loyalty receives support from both affect 
transfer mechanisms and attribution 
theory. No matter the strength of customer— 
staff relationships, consumers must 
remember the firm name to locate their 
preferred staff, so the firm name enhances 
consumers’ ability to connect to the service 
staff. In turn, service staff need the firm’s 
support system to deliver the service, so 
trust in service excellence should migrate 
to trust in the operating system and, 
finally, to the firm. If consumers value their 
relationship with the staff, their intention 
to continue relying on the staff and the firm 
should increase (Macintosh and Lockshin 
1997). Moreover, according to attribution 
theory, consumers attribute the - staff’s 
behaviour to firm management (Bitner, 
Booms, and Tetrault 1990), so better service 
prompts consumers to give credit to the 
firm, which facilitates affect transfer across 


trust and 


the customer-—staff and customer—firm 


levels. Similar transfers should occur with 

relational factors such as trust and loyalty. 

H,,: Staff trust has a positive effect on 
firm trust. 

H,,: Staff loyalty intentions have a 
positive effect on firm loyalty 


intentions. 


Model Extension 2: Mediating Role of 
Customer-—Firm Affection 


Our 
firm 


model proposes that customer— 
affection powerfully mediates the 
relationshipsamongservicequality, customer 


satisfaction, firm trust, and firm loyalty. 
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Consistent with Buss’s (1988) evolutionary 
approach, we argue that firms can display 
and offer excellent service quality and 
satisfaction (as rewards) to attract consumers 
and cause them to develop affectionate ties. 
This claim agrees with the reinforcement- 
affect model, which postulates that rewards 
offered in social interactions motivate 
attraction and social relationships (Emerson 
1987). In short, excellent service quality 
and _ satisfaction provide the necessary 
ingredients for customer—firm affection, as 
supported by the following comments from 
the netnography study: 
There are two outstanding things about 
Starbucks: they provide an absolutely 
consistent product, and they always 
SMILE! And for that, I will seek them out 
every time. (United States, 2006) Take 
me to the Hilton! When you stay at the 
Hilton, wherever in the world, there is 
always this high standard for quality. 
Staying here is all about prestige, luxury, 
customer care and making you feel 
special. (Canada, 2005) 


As a strong, intense emotion that involves 
overt actions, love awakens and shapes 
people’s beliefs and makes them resistant to 
change (Frijda, Manstead, and Bem 2000). 
In social relationships, trust reflects a core 
belief influenced by the strong affectionate 
nature of love (Branden 1988). Therefore, 
customer—firm affection should exert 
significant impacts on consumers’ trust 
and loyalty toward the firm. 

Customer-—firm affection 
strong behavioural outcomes through a 
two-step relationship continuation process. 
First, the affective experience motivates 
customers to approach the firm more 
frequently. Second, as interdependence 
and commitment grow, customers ignore 
other alternatives, willingly sacrifice for the 
relationship, and display prorelationship 
behaviors (Gonzaga et al. 2001). Service 
literature suggests that such bonds oblige 
consumers to be more loyal to the same 


also. involves 


firm (Bansal, Irving, and Taylor 2004); 
the more affectively attached consumers 
feel, the more likely they are to continue 
patronizing the service provider (Fleming, 
Coffman, and Harter 2005). Support also 
emerges from the comments extracted 
from our netnography study: 
Thank you for being here through hard 
times in my life. You (QuikTrip) always 
seem to understand and take care of me. I 
can always count on you to give me what 
I need, I think I love you. (United States, 
2006) Zara is the place I go when I need 
fashionable clothes.It’s the first and, most 
of the time, the only store I need to go 
whenever looking for nice clothes. I can’t 
live without it anymore, I’m addicted to 
it! It’s the only place I go and never leave 
without spending some money!” (Brazil, 


2006) 
On the basis of this discussion, we 
hypothesize the following: 
H,: Customer—firm affection mediates 


2 
the effects of service quality and 
customer satisfaction on firm trust 


and firm loyalty intentions. 


Model Extension 3: Relationship Formation in 

Transactional and Relational Services 

Most can be classified along 

a relational- transactional continuum (Dwyer, 

Schurr, and Oh 1987; Macneil 1980). By cluster- 
analyzing core characteristics of services, 
Bowen (1990) uncovers three distinct groups: 
(1) services directed at people through high 
customer contact and high customization; (2) 
services directed at a person’s property, which 
require moderate to low customer contact and 
low customization; and (3) services directed 
at the mass public that offer standardized 
service, moderate customer contact, and low 
customization. Bowen cites hair salons and 
fast-food restaurants as exemplars of the first 
and third groups, respectively. 


services 


Differences in the geometry of affection.. 
For hair salons, a relational service, the 


amount of affection should be greater than 
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that displayed for fast food, a transactional 
service, because the former requires more 
interactions conducive to developing 
We also expect the 
customer—firm affection 
services to lean toward 


affectionate bonds. 
balance of 
in relational 
commitment, 
services, it should be more passion oriented. 
Relational services demand longer duration, 
help customers gain a beter understanding 
of the aims and operations of the firm, 
and prompt stronger commitment (Hut 
and Speh 1995). In contrast, customers 
experience lower involvement and seek 
more variety to fulfill 
seeking motivations in 
services. We ask respondents to rate their 
experiences with their most often visited 
fast-food restaurant and hair salon, so the 
intimacy levels across both services should 
be reasonably similar. 


H,.: Customers develop more customer— 


whereas in transactional 


their excitement- 
transactional 


firm affection in relational services 
than in transactional services. 


H,,: Customer—firm affection in a 
relational setting is commitment 
oriented (commitment rating 


is higher than passion rating), 
whereas in a transactional setting, 
it is passion oriented (passion 
rating is higher than commitment 
rating). 


Differences in affect transfer and the 
double-edged sword. 

Affect transfer from the customer-—staff to 
the customer—firm level should be stronger 
in relational than in transactional services 
reasons. First, 
relational services function as prominent 
firm agents, and their performance 
represents a key characteristic of the 
service. Second, relational services focus 
on the exchange process and thus require 
higher levels of interdependence (Dwyer, 
Schurr, and Oh 1987; Macneil 1980). In 
contrast, staff plays a relatively minor 
role and provides less salient indicators of 


for two service staff in 


service quality in transactional services, 
which tend to focus on exchange outcomes 
and involve lower interdependence levels 
(Macneil 1980). Therefore, customer—staff 
loyalty should exert a stronger impact on 
customer—firm loyalty in relational than in 
transactional services. 

Strong customer-—staff loyalty may lead 
to a hostage effect, in which service staff 
use their relationship to kidnap customers 
and thereby create a double-edged sword 


dilemma (e.g., Beatty et al. 1996). If the 
employee leaves the firm, the customer 
may leave with him or her (Bendapudi 


and Leone 2002), and firms have limited 

responses. Suppressing customer-—staff 

relationships is unnatural and destructive, 
but allowing them to dominate customer— 
firm loyalty could harm firm performance. 

Therefore, we assess affect transfers from 

the customer—staff to the customer— firm 

level in transactional versus relational 
service contexts. 

H,.: The positive effect of staff trust on 
firm trust is stronger for relational 
services than for transactional 
services. 

H,;: The positive effect of staff loyalty 
intentions on firm loyalty 
intentions is stronger for relational 
services than for transactional 
services. 


RESEARCH DESIGN AND METHOD 


We chose to study fast-food and hair salon 
services. Fast food is often standardized with 
limited customer contact (Bowen 1990) 
and attracts customers with price, speed 
of service, consistency, and convenient 
location (Kasdan 1996). Hairstyling involves 
interactions and customization, compels 
intimacy (McCracken 1995), and requires 
cooper active actions and adjustments by 
both parties, who then share the benefits 
and burdens of the exchange and are 
motivated to engage further. Hairdressers 
frequently are informal sources of social 
support and assistance to customers with 
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personal problems, and customers often 
look to them for psychological counsel 
and to unburden their “souls”; in turn, 
hairdressers acknowledge and _ absolve, 
listen and forgive, and thus cut hair while 
also cutting away guilt (McCracken 1995). 
Customer—hairdresser relationships may 
entail intimate bonds of mutual respect, 
trust, affection, and deep connections 
with vast emotional consequences. Thus, 
fast food and hairstyling are appropriate 
examples of the transactional—relational 
service continuum that fit our research 
purpose. 

We designed the survey, its objectives, 
and measures and then commissioned 
a professional market research firm to 
execute the survey. We monitored the 
data collection process to ensure 
the quality of the collected data. The firm 
drew 980 potential respondents from three 
major metropolitan areas in Hong Kong 
from a residential telephone directory. 
Professionally trained interviewers 
contacted the respondents, providing the 
name of the university and the nature of the 
project, to solicit respondent cooperation. 
We offered a cash incentive equivalent to 
US$30 to each respondent who completed 
surveys on both services. Respondents were 
at least 18 years of age and had visited a 
fast-food restaurant and hair salon at least 
prior six and nine months, 
respectively. Respondents identified the 
restaurant and salon they visited most often 
to serve as the focal service firms. Of the 450 
respondents (45.92%) who completed the 
interviews, after observations with missing 
data were excluded, 360 respondents (44% 
male and 56% female) remained.t We 
assessed nonresponse bias by comparing 
qualified and nonqualified respondents 


firm’s 


once in the 


4 


and found no _ significant demographic 
differences between the two groups. The 
survey includes questions about the target 
restaurant and salon (in randomized order), 
as well as measures of service quality, 
satisfaction, social rapport, customer— 
firm affection, customer trust, and loyalty 
toward the staff and firm. All measures 
were professionally translated through back 
translation (Chinese and English) to ensure 
conceptual equivalence. We pretested and 
modified the questionnaire items with a 
sample of 35 consumers. We adapted the 
measures from previous research, with 
minor wording modifications to fit our 
study context. Unless otherwise noted, 
all items use a five-point Likert scale (1 
= “strongly disagree,” and 5 = “strongly 
agree”). In the Appendix, we list the scale 
items, and in Table 2, we report their 
descriptive statistics. 

For service quality, we adapted 
Parasuraman, Zeithaml, and Berry’s (1988) 
five-dimensional SERVQUAL measure 
and used the aggregate measures of each 
dimension to form an overall service quality 
measure (Henning-Thurau and Klee 1997). 
We used a cumulative approach to measure 
customer satisfaction, which has proved 
to be a valid indicator of a firm’s past, 
current, and future performance (Bitner 
and Hubbert 1994). It contains a ten-point 
scale, anchored by “very dissatisfied” and 
“very satisfied,” to measure the item, 
“Overall, how satisfied are you with the 
overall experience at this most often 
visited fast-food restaurant/hair salon?” We 
adapted our firm trust items from the work 
of Morgan and Hunt (1994). The three-item 
scale captures three defining characteristics 
of this construct—namely, confidence in 
and reliability and integrity of the services 


We conduct t-tests to examine potential gender differences for all constructs in both service contexts. 


The results indicate no significant differences between male and female subsamples, except for customer— 


firm affection in the fast-food restaurant context ( female (3.30) > male (3.16), p < .10) and staff loyalty 


in the hair salon context ( female (3.62) > male (3.39), p < .05). These results are reasonable; women tend 


to exhibit more and stronger interpersonal relationships and higher involvement (Fournier 1998). 
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Table 2: Descriptive statistics of the contructs in fast-food restaurant and hair salon 




















Construct (Fast-Food 

Restaurant) d 2 3 A 5 6 i 8 9 

1. Service quality 1.000 

2. Customer satisfaction .446** 1.000 

3. Firm trust .590** .552** 1.000 

4. Firm loyalty intentions .376** .362** .517** 1.000 

5. Social rapport .261** .197** .387** .256** 1.000 

6. Staff trust .526** .288** .541** .318** .506** 1.000 

7. Staffloyalty intentions .112 ** 085 .267** .202** .519** .339** 1.000 

8. Share-of-purchase 039 .098 = .135* .236** -.030 .055 .080 1.000 
intention 

9. Customer-firm .440** 102 .662** .653** .376** .418** .439** .152** 1.000 
affection 

M 3.83 6.82 3.81 3.57 2.73 3.50 2.14 3.13 3.24 

SD 56 1.35 62 82 97 .79 .87 78 72 

Construct (Hair Salon) 1 2 3 4 5 6 7 8 9 

1. Service quality 1.000 

2. Customer satisfaction .597** 1.000 

3. Firm trust .675** .495** 1.000 

4. Firm loyalty intentions .608** .475** .596** 1.000 

5. Social rapport .593** .391** .581** .574** = 1.000 

6. Staff trust .730** .498** .678** .638** .634** 1.000 

7. Staffloyalty intentions .579** .391** .592** .619** .643** .687** 1.000 

8. Share-of-purchase .328** .234** .226** = .315** .160** .237** =.203** = 1.000 
intention 

9. Customer-firm .680** .472** .708** .749** .683** .725** .697** .229** 1.000 
affection 

M 3.74 6.81 3.58 3.64 3.49 3.74 3.52 3.25 3.34 

SD 62 1.53 70 .98 89 86 1,10 .88 79 

*p < .05 (two tailed). 

™“p <.01 (two tailed). 

provided. For firm loyalty intentions, liking and preferences for a specific fast- 


most early studies conceptualized loyalty 
behaviorally as repeat purchasing of a 
particular product or service (e.g., Brown 
1952); however, subsequent researchers 
have argued that a meaningful measure 
should include both attitude and behavior 
(e.g, Chaudhuri and Holbrook 2001; 
Oliver 1997). We followed Chaudhuri and 
Holbrook (2001) and used a three-item 
measure that includes both attitudinal 
and behavioral components of consumer 
loyalty.© Attitudinal loyalty describes 


5 


food restaurant/ hair salon; it is similar to 
Oliver’s (1997) notion of affective loyalty. 
loyalty customers’ 
behaviors to repatronize the same fast- 
food restaurant/hair salon in the future; 
it resembles Oliver’s (1997) notion of 
conative loyalty. Although these similarities 
seem logical, drawing such comparisons 
is exploratory and post hoc, and further 
research should delineate the factors that 
describe the loyalty construct. To measure 


Behavioral involves 


customer—firm affection, we adapted items 


Our measure does not include referral, because the contention that referralis a strong indicator of 


loyalty intentions remains controversial. Reichheld (2003) advocates the use of a single measure of 


customer referral to measure and manage customer relationships, whereas Morgan and Rego (2006) 


find that metrics based on referral intentions or behaviors have little or no predictive value for future 


business performance. 
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from Sternberg’s (1988) triangular love scale 
to fit the contexts of fast-food restaurant 
and hair salon. Some intimacy and passion 
items also build on extant measures of 
brand attachment (Carroll and Ahuvia 
2006; Thomson, MacInnis, and Park 2005). 
We treated the construct as a second-order 
factor with three first-order indicators 
(each indicator encompasses three items): 
intimacy, passion, and commitment. 
Because of the complexity of our model, 
we treated customer-firm affection 
(secondorder factor) as a latent factor with 
summated first-order indicators.° Given the 
measurement validity of the customer—firm 
affection scale, this treatment could reduce 
model complexity for structural model 
analysis and hypotheses testing (Anderson 
and Gerbing 1988). 

We adapted the six-item social rapport 
scale from the work of Gremler and Gwinner 
(2000) to capture two dimensions of social 
rapport: personal connection and enjoyable 
interaction. For staff trust, we modified 


items from the work of Crosby, Evans, and 
Cowles (1990) and Morgan and Hunt (1994) 
and measured respondents’ trust in the 
service staff with three items that capture 
their perceived reliability, confidence, and 
integrity. We also modified Chaudhuri 
and Holbrook’s (2001) three-item measure 
of firm loyalty to reflect consumers’ staff 
loyalty intentions. These items capture 
the importance of the relationship to the 


6 


respondent and his or her intention to 
maintain a longterm relationship with the 
staff. Finally, customers’ share of-purchase 
intention includes the item, “Assume that 
you will visit the [fast-food restaurant/hair 
salon] in the next two months [ten/five] 
times; how many times will you go to this 
most often visited [fast-food restaurant/ 


hair salon]?” 


RESULTS 


Validation of Measures 


We examine the validity of the measures 
in a two-step approach recommended by 
Anderson and Gerbing (1988). First, we 
conduct exploratory factor analysis to 
assess the underlying factor structure of the 
items.’ Second, we assess the convergent and 
discriminant validity of the focal constructs 
by estimating the factor confirmatory 
measurement model for each service 
that the confirmatory 
factor models fit the data satisfactorily 
(fast food: Xas = 464, p < .001; goodness- 
of-fit index [GFI] = .90; comparative fit 
index [CFI] = .94; incremental fit index 
[IFI] = .94; and root mean square error of 
approximation [RMSEA]= .061; hair salon: 
X 195) = 568, p < 001; GFI = .88; CFI = .94; IFI 
= .94; and RMSEA = .073), which suggests 
the unidimensionality of the measures. All 
factor loadings are highly significant (p < 
.001), composite reliabilities of all constructs 


context. We find 


The coefficient paths of the three summated first-order indicators are as follows: fast-food restaurant— 


intimacy (.899), passion (.876), and commitment (.736); hair salon — intimacy (.873), passion (.905), 


and commitment (.839). 


We subject all multi-item constructs (six constructs with 22 items for fast food and six constructs with 


20 items for hair salons) to maximum likelihood exploratory factor analysis (using oblique rotation) for 


each service context. For fast food, the results indicate a six-factor solution that explains 71.47% of the 


variance, and all items load on the appropriate factor; the two cross-loadings greater than .35 are deleted 


from further analysis. For the hair salon, the results indicate a five-factor solution that explains 72.89% 


of the variance, and all items load on the appropriate factor, except for firm trust and employee trust, 


which load on the same factor. To ensure maximum comparability across samples and because of our 


strong theoretical support for the differential effects of employee trust and firm trust, we retain them as 


separate constructs and subject them to further analyses. 


16 International Retail and Marketing Review 





are greater than .75, and all average variance 
extracted (AVE) estimates (except hair salon 
firm trust) are greater than .50 (Fornell and 
Larcker 1981); therefore, the measures 
demonstrate adequate convergent validity 
and reliability. 

Because validation of relationship 
marketing constructs remains preliminary 
(especially for relational services) and 
high correlations inherently exist among 
various relationship constructs (Garbarino 
and Johnson 1999; Morgan and Hunt 
1994), a high level of discriminant validity 
likely will be difficultto attain. Therefore, 
we use three approaches to test the 
discriminant validity of all constructs in 
both service contexts. First, we find that the 
confidence interval around the correlation 
between any two _ latent constructs is 
significantly (p < .10) less than |1.0]. 
Second, we run chisquare difference tests 
for all constructs in pairs to test whether 
the restricted model (correlation fixed at 
1) is significantly worse than the freely 
estimated model (correlation estimated 
freely). All chi-square differences are 
significant, in support of discriminant 
validity. Third, we examine Fornell and 
Larcker’s (1981) criterion that the shared 
variance between all possible pairs of 
constructs should be lower than the AVE 
for the individual constructs. For each 
construct, the AVE is greater than its highest 
shared variance with other constructs in 
both service contexts, except for firm trust 


and staff trust in the hair salon context. 
In conclusion, all constructs in the fast- 
food context and most constructs in the 
hair salon context pass all three tests of 
discriminant validity, and all of them pass 
at least two tests. Following recommended 
practices in relationship literature (e.g., 
Baker et al. 2002; Garbarino and Johnson 
1999), we consider the discriminant 
validity requirement reasonably well met 
by our constructs. 

In summary, the 
fit the data well and demonstrate 
adequate reliability, good convergence, 
and acceptable discriminant validity. 
Although the hair salon model could 
have been improved by merging the firm 
trust and staff trust constructs, we use 
the same measurement models for both 


measurement models 


service contexts to ensure maximum 
comparability (for a similar approach, see 
Garbarino and Johnson 1999).® Because 
our analysis uses only data collected from 
customer self-reports, we also assess the 
extent of common methods bias; it is not 


a concern with our data.? 


Hypothesis Testing 


To test the hypotheses, we employ structural 
equation modelling with the maximum 
likelihood estimation method, with Figure 
1 as a base model. We provide the results 
of the model estimation for both fast-food 
restaurants and hair salons in Table 3 and 
Figure 2. 


We conduct another two-step approach to analyze the construct of customer—firm affection. The 


measurement model of the construct achieves a good fit, and the GFI, CFI, and IFI of the measurement 


model for fast food (47 (,,,=54, p < .01) are .96, .97, and .97, respectively. For the hair salon (x? (,,. = 48, p < 
.01), the model demonstrates adequate fit: GFI = .97, CFI = .98, and IFI = .98. We assess the discriminant 


validity of customer—firm affection with chi-square difference tests and find that all chi-square differences 


are highly significant (e.g., fast-food social rapport and firm love: aes) = 51.02, p < .001), in support 


of diskriminant validity (Anderson and Gerbing 1988). All cross-construct correlation coefficients are 


significantly (p < .10) less than |1.0|. Overall, the measure of customer—firm affection possesses adequate 


reliability and validity. 


We examine the impact of common methods bias by estimating our model with a “same-source” first- 


order factor added to the construct indicators (Podsakoff et al. 2003). Detailed descriptions of the model 


compare 9 son and results appear in the Web Appendix http://www.marketingpower.com/jmrdec08). 
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Extant model of customer-firm and 
customer-staff relationships. 

Our results confirm the 
of customer—firm and customer—staff 
relationships in contexts, 
except that the direct effect of staff trust 
on staff loyalty is not significant in the 
fast-food context, though it fits our 
hypothesized direction. As we show in 
Table 3, service quality perceptions and 
customer satisfaction built through product 
and service experience, in parallel to the 
personal relationship developed through 
social rapport with staff, significantly 
contribute to the development of trust, 
which has a significant impact on customer 
loyalty (and share of purchase). This model 
seems appropriate as a basis for further 
analysis. 


extant model 


both service 


Model extension1:cross-level transfer 
(customer-staff to customer-firm 

level). 

As Table 3. reveals, affect transfer 
occurs from the customer-—staff to the 
customer-—firm level. Consistent with our 
hypotheses, customers’ trust and loyalty 
toward the staff directly influence their 
firm trust and loyalty, respectively, with 
one exception. Namely, the effect of 
staff loyalty intentions on firm loyalty 
intentions is not significant (though it is 
in the hypothesized direction) in the fast- 
food context. This result is reasonable 
because staff play a relatively minor 
role and represent less salient indicators 
of service quality for fast-food than for 
hairstyling services. Overall, H,, in both 
service contexts and H,, in the hair salon 
context are supported. 


Table 3: Standardized structural equation parameter estimates (t-values) 





Hypothesized Paths 


Fast-Food restaurants Hair Salon 





Service quality —- customer satisfaction 

Service quality — firm trust 

Social rapport — service quality 

Social rapport — customer satisfaction 

Social rapport — staff trust 

Social rapport — staff loyalty intentions 

Customer satisfaction — firm trust 

Customer satisfaction — firm loyalty intentions 

Staff trust — firm trust 

Firm trust — firm loyalty intentions 

Staff trust — staff loyalty intentions 

Staff loyalty intentions — firm loyality intentions 
Staff loyalty intentions — share-of-purchase intention 
Firm loyalty intentions — share-of-purchase intention 
Service quality — customer-firm affection 

Customer satisfaction — customer-firm affection 
Customer-firm affection — firm trust 

Customer-firm affection — firm loyality intentions 
Customer-firm affection — staff trust 2 
Customer-firm affection — staff loyality intentions 2 


Model fit: Fast food restaurant: x? 


(211) 
i 22 
Hair salon: x’ al 


.423***(8.534) .545*** (9.547) 
.257***(5.571) .248***(3.946) 
.289***(5.078) .647***(13.200) 
.078*(1.459) .080*(1.467) 
.547***(7.807) .566***(10.817) 
.538***(6.437) .159**(2.227) 
.309***(6.723) .115**(2.339) 
.045 (.734) .155**(3.104) 
.283***(5.497) .476***(6.571) 
.242** (2.696) .282** (3.034) 
.004**(.051) .435***(4.404) 
-.064 (-1.096) .207**(2.795) 
-.064 (-1.093) 116(1.182) 
.227***(4.740) .427**(4.138) 
.229***(5.502) .578***(10.132) 
.262***(4.815) .061(1.126) 
.338***(6.610) .212***(3.368) 
.510***(6.779) .416***(5.549) 
.270***(4.768) .425***(8.664) 
.292***(4.960) .339***(5.345) 


= 575. p< 001; GFI = .88j CFI = 91; IFl = .91; and RMSEA = .069. 
, = 688. p < 001;GFI = .86j CFI = .92; IFl = .92; and RMSEA = .079. 





*p < 10. 
*p <01. 
***py < 001. 


@Structural path indicated by the modification index is included. 


Notes: t-tests are one-tailed for hypothesized effects. 
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Figure 2:Graphical presentation of structural equation modelling results 
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Customer-— 
Firm Affection 


Mcp = 688, p< .001;GFI = .92:IFI 
= .86:CFl = .92;and RMSEA = .079 


Notes: Solid arrows denote significant relationships; dotted arrows denote insignificant relationships, 
SR=social rapport,ST =staff trust,SL = staff loyalty intentions, SQ =service quality,-FT =firm trust, 
FL = firm loyalty intentions, SAT = customer satisfaction, and SPI = share-of-purchase intention. 


Model! extension 2: mediating role of 
customer-firm affection. 


Following the work of Baron and Kenny 
(1986), we test the mediating effect of 
customer-firm affection. In Step 1, we test 
whether customer-firm affection has a 
significant influence on firm trust and firm 
loyalty. In Step 2, we assess the impact of 
service quality and customer satisfaction 
on firm trust and firm loyalty.In Step 3, we 
regress these antecedent predictors on 
customer-firm affection. Finally, in Step 
4, we test whether the influences of 
antecedent predictors lessen (or become 
insignificant) when we include customer- 
firm affection in the model. Complete 
(partial) mediation occurs when including 
the variable eliminates (reduces) the 
significant influence of the antecedent 
predictors from Step 2. 

We use multiple regressions in the four- 
step testing procedure. To determine 
whether the influence of antecedent 


predictors decreases between Steps 2 
and 4, we examine changes in the beta 
coefficient and p-values. Consistent with H 
>, customer-firm affection mediates the 
effects of service quality and customer 
satisfaction on firm trust and firm loyalty. Of 
all the mediation tests in both — service 
contexts, only one (effect of customer 
satisfaction on firm loyalty in the fast-food 
context) implies a full mediation effect of 
customer-firm affection; the remaining test 
results suggest a partial mediating’ effect 
(for details, see the Web Appendix at http:/7 


www.marketing power.com/jmrdec08). 10 Ip 
addition to testing the mediating effect of 
customer-firm affection, we conduct further 
nested model comparisons (Sapienza and 
Korsgaard 1996) and hierarchical regression 
analyses to assess the incremental 
contribution of passion and intimacy, after 
controlling for the effect of commitment, in 
terms of R-square change and effect size. The 
results of the R-square change and 


10 Tn addition to using regressions to test the mediation, we conduct nested model comparisons, as is often 


adopted in causal model analysis (e.g., Sapienza and Korsgaard 1996). Results are the same as those 


revealed by regressions, in support of our proposed partially mediated model. 
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effect size assessment suggest that all three 
constituent components of customer—firm 
affection contribute substantially to the 
improvement in the fit of our proposed 
model. We present details of the analyses 
and results in the Web appendix (http:// 
www.marketing power.com/jmrdec08). 
After we add customer—firm affection, the 
modification indexes reveal two potential 
links 
trust and staff loyalty. When we include 
these paths, the chi-square statistics drop 
significantly. Following similar approaches 
used in the literature (e.g., Baker et al. 2002), 
we add these two links to our model. 


from customer—firm affection to staff 


Model extension 3: relationship formation 
in transactional and relational services. 

Whenwe test for differencesin the geometry 
(area and nature) of affection across the 
two service contexts, we find that the area 
of the affection triangle is significantly 
larger on average for hair salons than 
for fast-food restaurants, which suggests 
that customers maintain more intimate, 
passionate, and committed relationships 
with hair salons than with fast-food 
restaurants, though the difference in the 
amount of passion is not significant.!! 
Thus, we find support for H,. Regarding 
the nature of affection, we find differences 

between the two services. Passion is 
significantly stronger than commitment 
for fast food (3.07 versus 2.91; t(359) = 
4.001, p < .001), whereas commitment is 
significantly stronger than passion for hair 
salons (3.27 versus 3.08; t(359) = 5.181, p 


< .001). As we expected, intimacy receives 


the highest ratings among the _ three 
components in both service contexts.!” 
Thus, these findings provide some support 
for H,: Consumers of relational services 


experience commitment-dominant 
customer—firm affection, whereas 
those of transactional services develop 


passiondominant customer—firm affection. 
We use a multisample analysis to test our 
hypotheses regarding the relative strength 
of affect transfers from the customer-staff 
to the customer—firm level. As we stipulate 
in H,, and H,,, the influences of consumers’ 
staff trust and loyalty on trust and loyalty 
toward the firm should be stronger for hair 
salons than for fast-food restaurants. 

We conduct moderation _ tests to 
determine whether the strength of the 
paths from staff trust to firm trust and from 
staff loyalty to firm loyalty is greater in the 
hair salon than in the fast-food context. We 
run two models in which we first leave all 
paths unconstrained to create our baseline 
model and then constrain the path from 
staff trust to firm trust to be equal for both 
subsamples to create the equal path model. 
The difference in chi-square values between 
the two models with a single degree of 
freedom tests the equality of the path for 
the two services. This difference is not 
significant (x? ,,(1) = .10, p > .10), so H, is 
not supported. We use the same procedures 
for the causal path from staff loyalty 
to firm loyalty and find that the affect 
transfer from staff loyalty to firm loyalty is 
significantly stronger in the hair salon than 
in the fast-food context (x7 ,,.(I)= 3.79, p < 
.05), in support of H,. Thus, the potential 


We use paired sample t-tests to examine the differences between the mean ratings of the three components 


of customer—firm affection for fastfood restaurants and hair salons: intimacy (hair salonmean = 3.83, 


fast foodmean = 3.74; t(359) = 1.839, p < .10), commitment (hair salonmean = 3.27, fast foodmean = 
2.91; t(359) = 6.788, p < .001), and passion (hair salonmean = 3.08, fast foodmean = 3.07; t(359) = .091, 


p> .10). 


Hair salon (intimacy > commitment, 7(359) = 14.059, p < .001; intimacy > passion, #(359) = 20.193, p < 


.001); fast food (intimacy > commitment, 7(359) = 18.866, p < .001; intimacy > passion, 1(359) = 17.023, 


p< .001). 
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double-edged sword effect is more likely in 
relational services. !3 


DISCUSSION AND IMPLICATIONS 


To understand what drives customers to be 
loyal, we gather substantial contributions 
from extant service quality and satisfaction 
studies, as well as emerging work on customer 
trust. The former indicates that consumers’ 
postconsumption evaluations represent 
consumption-based evaluations that 
consumer loyalty. Studies of trust 
confirm that consumers engage in cognitive- 
based assessments of how a brand or firm 
may perform in the future. 

These studies initiate a multiprocess 
paradigm for understanding how 
loyalty evolves. Our study provides yet 
another approach that considers strong, 
affectionate bonds between customers and 


core, 
drive 


service firms. We use two service contexts to 
examine the roles of this bond for building 
customer loyalty. Using the construct of 
customer—firm affection, we assess how 
the bond emerges and influences customer 
loyalty in service contexts, as well as how 
it relates to satisfaction and firm trust. Our 
study also addresses the role and effects 
of customer-—staff relationships. Several 
findings from this study deserve further 
discussion. 

First, customer—firmaffectioncomplements 
satisfaction and trust in affecting customer 
loyalty; each exerts significant direct effects. 
Customer-—firm affection also mediates the 
effect of satisfaction on firm trust and firm 
loyalty, which suggests that it is driven 
by satisfaction (and service quality) and 
substantiates the evaluative base model 
of emotional elicitation. In addition to 


13 


postconsumption evaluative (captured 
by satisfaction) and cognitive reasoning 
(captured by trust) processes, emotionally 
laden processes driven by affection deserve 
greater consideration. This finding reasserts 
the need for a multiprocess paradigm for 
understanding consumer loyalty. 
Second, Sternberg’s (1986) 
theory of love and its 
components apply to exemplary services 
on the transactional—relational continuum. 
The three components provide insights 
into the complexity of affectionate bonds, 
as reflected in the geometry of affection. In 
general, relational services exhibit a greater 
amount of affection than transactional 


triangular 
constituent 


services. As to the nature of customer— firm 
affection, relational services tend to be 
commitment driven, whereas transactional 
services are more passion driven. This 
finding can help managers develop loyalty 
enhancement programs for different types 
of services. The term “love” is often reserved 
for the most meaningful relationships with 
a selected few people. Yet our netnography 
study reveals that consumers freely believe 
that they love a store or brand. Do they 
actually form a relationship with stores 
or brands that resemble romantic love 
with a person? According to Whang and 
colleagues (2004), bikers’ bonds with their 
motorcycles resemble interpersonal love 
that is passionate, possessive, and selfless 
in nature; the passion component of 
this bond influences loyalty to the bikes. 
Similarly strong affectionate bonds appear 
to exist between some consumers and their 
favorite brands. We believe that Sternberg’s 
theory of love is a useful and encompassing 
metaphor that helps describe consumers’ 


To assess the double-edged sword dilemma, we use paired sample t-tests to examine the differences 


between the mean ratings of staff loyalty intentions, particularly the item “You will consider following 


this staff [hair stylist] to switch to another restaurant [hair salon].” Relative to transactional services, 


customers of relational services are more likely to develop stronger staff loyalty intentions and greater 


switching intentions if the staff member were to leave the firm (staff loyalty: hair salonmean =3.52, fast 
foodmean = 2.14; (359) = 21.319, p < .001; switching: hair salonmean = 3.19, fast foodmean = 1.65; 


(359) = 18.345, p < .001). 
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lovelike bonds with firms, products, brands, 
and people. However, no matter how strong 
the bond, a customer will not visit the same 
fast-food outlet consistently for months 
because of the natural need for variety in 
fast foods. In this case, love consists mainly 
of intimacy (similar to connectedness 
in a friendship) and may be _ passionate 
(e.g., excitement about a new menu), but 
commitment is not necessary. In contrast, a 
customer likely goes to the same hair salon 
and stylist on consecutive visits. This love 
relationship may begin with intimacy and 
gradually become a long-term committed 
relationship or companionate love that 
features both intimacy and commitment. 

Third, our study reveals that the salience 
of affect transfers from the customer— 
staff to the differs 
in various domains or contexts. For 
example, relationships 
affect | customer—firm relationships in 
the hair salon but not in the fast-food 
context, indicating that the “rub-off effect” 
of positive customer-staff relationships 
may not occur in transactional services. 
Customers develop a loyalty to a hair salon 
because of their loyalty to hairstylists, 
who function as prominent firm agents 
and whose performance represents a key 
characteristic of the service, but in fast- 
food contexts, staff play a minor role and 
contribute less to service quality. Therefore, 
the double-edged sword effect may be 
relevant only for relational services. Even 
so, cultivating customer—staff relationships 
should be viewed as a high-risk, high-return 
decision that demands consideration of the 
specific service context. 

Fourth, beyond these differences, we note 
that the proposed causal paths (15 for fast 
food and 18 for hair salons) are significant 
for both services. Although the size of 
the coefficients may differ because of the 
contexts, their consistent salience suggests 
that our model is reasonably parsimonious 
and that there are more commonalities 
across services than we may realize. 


customer—firm level 


customer-—staff 


Our findings also provide several 
strategic implications for managing service 
loyalty. Currently, most service loyalty 
programs follow the satisfaction paradigm: 
Monitor satisfaction levels, reduce service 
failures, and promote programs to “lock 
in” customers. Our study suggests another 
path: Enhance customer—firm affection 
by adding excitement to the 
delivered. Such efforts could alleviate some 
of the problems associated with current 
customer relationship management 
programs (Fournier, Dobscha, and Mick 
1998). However, our findings also suggest 
that building loyalty requires cultivating 
affectionate ties that comprise both 
intimacy and passion. If we benchmark 
service loyalty against loyalty toward 
famous global brands, such as Louis Vuitton 
and Armani, it becomes clear hat has been 
lacking. These global brands command 
strong passion and love among customers, 
to the extent that even paper bags with 
their logos get auctioned off on Web sites 
(e.g... www.yahoo.com.hk) in some Asian 
markets. 


Without exception, these brands invest 


service 


heavily and effectively in promoting 
customer passion. In contrast, most 
service firms eliminate peripherals from 


their service offerings to increase profits, 
often stripping service bundles down to 
“naked offerings.” By now, fewer people 
feel excited about flying with U.S. airlines, 
whereas Asian carriers continue to upgrade 
economy cabins by offering MHiaagen- 
Dazs ice cream, full dinner sets, current 
newspapers and magazines, and dozens of 
movie channels—and then receive higher 
passenger ratings and command a higher 
price premium than U.S. counterparts for 
the same trans-Pacific routes. The neglect 
of passion also harms attractions, such as 
the Hard Rock Café and McDonald’s; these 
once “must-go” places seem to have lost 
some of their glamour in the world market. 
Of the six million Mainland Chinese 
tourists who visited Hong Kong in 2006, 
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only 20% visited Hong Kong Disneyland 
(Pomfret 2006). 

Managers of relational services should 
pay particular attention to cultivating 
intimacy to maintain highly committed 
relationships with customers. Credit 
cards that rely on excitement-oriented 
promotions with extravagant sign-up 
prizes to gain new customers often find 
out that a stable and committed share of 
the consumers’ purchases is what really 
matters in the end. For some health clubs 
that promote excitement and then gain 


customer commitment through longer- 
term binding contracts, the situation is 
worse. When the passion fades — as it 


almost inevitably does — all that is left is a 
contract, not a commitment that lasts. The 
positive findings for affect transfer suggest 
that strong customer-—staff relationships 
benefit customer—firm relationships. 

Driven by an unnecessary fear of the 
hostage effect, most firm strategies tend to 
be conservative. In reality, staff from top-end 
service firms seldom leave, let alone take 
their customers along. Instead, they stay 
with their firms because of the nice service 
environment, well-mannered customers, 
and efficient service systems. _ Ritz- 
Carlton’s slogan — “ladies and gentlemen 
serving ladies and gentlemen” — attracts 
both customers and staff. When a staff 
member with a strong sense of customer 
loyalty wants to leave, it is more likely 
due to something fundamentally wrong 
with the service. Cutting off customer— 
staff relationships is unnatural and may 
perpetuate a new service error. Similarly, 
many banks that have been pushing their 
customers to use ATMs, online banking, 
and automated phone _ services rather 
than contacts with employees may reduce 
service costs but also may give up an 
opportunity to differentiate themselves by 
building emotional connections with their 
customers (McEwen 2005). 

Firms’ intentions to 
services and develop good social rapport 


standardize 


simultaneously may backfire. When a 
fast-food employee says, “Hope to see 
you again,” it often means, “Move away! 
I need to serve the next customer.” When 
attendants say “hello” 
or “thank you” to customers, it suggests 
indoctrination by the training manual, not 
sincerity. The salience of intimacy indicates 
that firms must restrategize or redesign 
their customer-—staff interactions, just as 
Cathay Pacific has launched a program 
that stresses “serving from our heart” to 
rejuvenate the firm’s customer intimacy. 
Several limitations in our study suggest 
further research opportunities. 

First, although we successfully 
demonstrate the salience of customer— 


convenience store 


firm affection, additional work is needed 


to uncover the differential effects of its 
components and their relative roles in 
various services. Second, the way customer— 
firm affection operates offers a challenge for 
both theory and methodological design. For 
example, it may return some of the credit for 
strong customer-staff relationships to the 
firm. Third, we assume a bilevel (consumer— 
staff and consumer—firm) approach, but the 
consumer—consumer level demands more 
explication. Fourth, our model assumes a 
cross-sectional approach, but a dynamic 
approach would be useful for assessing both 
the dynamic and the cumulative effects 
of the link between customer— staff and 
customer—firm relational levels. Analogous 
to interpersonal relationships, customer— 
firm relationships almost inevitably are 
dynamic: Passion fades, and intimacy 
gets challenged. Therefore, service firms 
must work constantly to understand, 
build, then rebuild affectionate 
relationships with customers. We cannot 
expect such relationships to take care of 
themselves, any more than we can expect 
that of interpersonal relationships. Rather, 
firms must strive to make affectionate 
relationships with customers the best they 
can be. 


and 
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Appendix: MEASUREMENT ITEMS AND VALIDITY ASSESSMENT 
Standardized Factor Loading 





Fast-food Hair Salon 





restaurant 
Service Quality: CR,,= .84, AVE,,= .51; CR. = .88, AvE,,.= .60 
1. The staff (hair stylist) always tries to meet your needs .623 .787 
2. The food (product) quality of this restaurant (hair salon) is good. 11 .263 
3. The staff provides prompt service in taking order and payment .748 915 
The hair stylist is responsive to your questions and requests. 
4. The staff provides accurate service in taking order and payment. .752 715 
The hair stylist provides reliable hair cutting services. 
5. The staff (hair stylist) is consistently courteous with you. .738 .661 
Customer Satisfaction 


1. Overall, how satisfied are you with the overall experience at this restaurant (hair salon)? 
Firm Trust: CR..= .85,AvE,, = 60; CR, = .78, AVE, = .47 


1. you areconfident about the food (product) quality provided at this 713 .634 
restaurant (hair salon). 

2. This restaurant provides reliable services. .753 .742 
This hair salon provides reliable and professional services. 

3. This restaurant (hair salon) has high integrity. .756 .705 

4. Overall, you can confidently rely on this restaurant (hair salon) for .858 .666 
service. 

Firm Loyalty Intentions: CR,,= .79, AVE,,= .57; CR, = .86. AvE,,.= .68 

1. you consider this your first choice when choosing a fast-food restaurant 812 .866 
(hair salon). 

2. This is the fast-food restaurant (hair salon) that you prefer over others. .870 922 

3. you would continue to visit this restaurant (hair salon) even if it 542 .654 


increases price. 


Social Rapport: CR, =.83, AvE,,. 56; CR,,,= .90. AvE,,.= .70 


1. you look forward to seeing this staff (hair stylist) when you visit this .732 .873 
restaurant (hair salon). 

2. Chatting with this staff (hair stylist) is enjoyable. .816 .827 
3. you can have a nice conversation with this staff (hair stylist). .623 .904 
4. you don’t mind to be friend with this staff (hair stylist). .806 .730 
Staff Trust: CR,.= .75, AvE,,= .50; CR, = .81, AVE, = .59 

1. you areconfident about the service provided by this staff (hair stylist). 722 .867 
2. This staff’s (hair stylist) opinion is honest and reliable. .685 718 
3. This staff (hair stylist) isa person you can trust. 718 .697 
Staff Loyalty Intentions: CR,, = .77, AVE,,= .54; CR,.= .87, AVE,.= .70 

1. you will choose to be served by this staff (hair stylist). .769 .730 
2. you'd like to have this staff (hair stylist) continued to work here. 845 .889 
3. you will consider following this staff (hair stylist) to switch to another 549 871 


restaurant (hair salon). 
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Share-of-Purchase Intension: 


1. Assuming you will make ten visits to fast-food restaurants (5 visits to hair salons) in the next two 
months, how many times will you go to the fast-food restaurant (hair salon)? 


Customer-Firm Affections: second order factor: CR,, = .86. AvE,,= .68; CR, = .89, AvE,.= .73 


Intimacy: first-order facor, CR, = .87, AvE,, .68; CR, = 91, AvE,,.= .77 
1. you always enjoy your experience at this restaurant (hair salon). 
2. you always have awarm and comfortable feeling when visiting this 


restaurant (hair salon). 


3. you experience great happiness with visiting the restaurant (hair salon). 


Passion: first-order factor, CR,,= .85, AvE,,= .68, CR, = .87. AvE,,= .68 
1. you will never get bored of going to this fast-food restaurant (hair salon). 
2. you find yourself always thinking about visiting this restaurant (hair 


salon). 
3. you adore this restaurant (hair salon). 


Commitment: first-order factor, CR, = .80 AVE,,= ,58. CR,,,= .83, AVE, = .61 
1. you care about maintaining your relationship with this restaurant (hair 


salon). 


2. you have decided that this is “your” restaurant (hair salon). 
3. you could not let anything get in the way of your commitment to this 


restaurant (hair salon). 


Overall model fit: Fast food: x°.,4.) 


Hair salon: hee 


756 777 
813 921 
827 884 
841 816 
912 929 
788 782 
829 876 
800 815 
789 848 
705 804 
848 779 
718 765 


= 452, p< .001; GFI = .90; CFI = .94; IFl = .94; and RMSEA = .061. 
, = 568, p< .001; GFI = 88; CFI = .94; IFl = .94; and RMSEA = .073 








Notes: CR = Composite reliability 
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aBSTRaCT 


The objective of financial reporting is 
to provide information to help current 
and potential investors, creditors, and 
other users (hereafter, investors) assess 
the amounts, timing, and uncertainty 
of prospective cash receipts (Financial 
Accounting Standards Board [FASB] 1978; 
International Accounting Standards Board 
[IASB] 2004). However, the IASB’s (2004) 
Framework for the Preparation and Presentation 
of Financial Statements acknowledges that 
financial statements (e.g., balance sheets, 
profit and loss statements, notes) are 
not, on their own, sufficient to meet the 
objective of financial reporting. To bridge 
the gap between what financial statements 
are able to achieve and the objective of 
financial reporting, firms must report 


Keywords: Customer equity; decomposition; financial reporting; customer lifetime value 


Recent initiatives demand information that supplements and complements a firm’s financial ' 
statements to bridge the gap between financial statement capabilities and financial reporting | 
objectives. Such information assists investors’ decision making by explaining the main trends | 
and factors that underlie the development, performance, and position of the firm’s business. 
Firms that aim to increase the value of their customer base should report forward-looking ! 
customer metrics, because such reports align customer management with corporate goals; 
and investors’ perspectives. The authors propose a means to report customer equity that 
enables investors (as the “consumers” of financial reports) to monitor firms’ performance ! 
with respect to their customer assets. Furthermore, they develop a specific model for | 
Netflix.com and apply it to quarterly data from September 2001 to September 2006. 


additional information that explains the 
main trends and factors that underlie their 
development, performance, and position 
(IASB 2005). 

In response, the Management Discussion 
and Analysis (MD&A) required in the 
United States (Securities and Exchange 
Commission [SEC] 2003) and the recently 


discussed Management Commentary 
(IASB 2005) require information 
that supplements and complements 
information in a firm’s financial 


statements. A recent report on the future 
of financial reporting published by the Big 
6 auditing firms confirms the importance 
of this discussion (Deloitte 2006). In 
Figure 1, we depict IASB’s (2005, p. 12) 
view of financial reporting. 
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Figure 1 
IASS's View of Financial Reporting 
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Specifically, the information requested in the 
Management Commentary should be future- 
oriented, understandable, relevant, reliable, 
and comparable, aswellas provide an"analysis 
through the eyes of management" (IASB 2005, 
p. 20). Examples of such information indude 


details about the nature of the business, 
key resources, risks and relationships, and 
performance measures and indicators. 


Moreover, the IASB (2005) discussion paper 
explidtly mentions customer measures as 
crucial for assessing operating performance 
and therefore key information that should be 
reported to investors. 

This call for more information isespecially 
relevant for firms whose customers represent 
their primary assets, because such firms 
aim to increase the value of their customer 
base through their customer management 
activities (e.g, Payne and Frow 2005; 
Reinartz and Kumar 2000, 2003; Reinartz, 
Thomas, and Kumar 2005; Rust, Lemon, 
and Zeitham12004; Ryals 2005; Venkatesan 
and Kumar 2004). Information about such 
activities exists within firms and gets 
reviewed by management (e.g., Ambler 
2000); if such information is important 
for managing the business, it also must 
be important to investors that want to 
assess performance and future prospects 
(PricewaterhouseCoopers 2005). 

Consequently, firms should 
forward-looking customer metrics (e.g., 
value of the customer base and _ its 
changes over time) in either the MD&A or 


report 


4 


Management Commentary sections to help 
investors, as the "consumers" of financial 
reports, to monitor firms' performance 
with respect to their customer assets 
and to communicate a customer value 
orientation to the financial community. ' 
Such reporting would align with the 
described discussions about financial 
reporting and address recently mentioned 
research priorities focused on prescribing 
the critical marketing information 
elements that should be available to 
investors (Srinivasan and Hanssens 2007). 
Furthermore, reporting may support 
marketing's reentry into the boardroom, 
because it aligns customer management 
with corporate goals and the investor's 
perspective (McGovern et al. 2004). 
However, thus far, such information is 
not reported and very limited research 
deals with how to report the value of the 
customer base and its changes over time. 
External reporting about a firm's customer 
management activities must fall in line 
with financial reporting criteria and thus 
focus on the value of the customer base 
instead of concentrating on short-term 
oriented value metrics, such as current 
profitability. Therefore, investors should 
receive information about (1) customer 
metrics (e.g., customer retention, customer 
cash flow), (2) the value of the customer 
base (usually operationalized as customer 
equity), (3) components of customer equity 


(e.g., customer equity before marketing 
expenditures, total lifetime retention 
expenditures, total lifetime acquisition 


expenditures), (4) changes in customer 
equity and components of customer equity 
over time, and (5) the effects of changes 
in customer metrics over time. Such data 
provide valuable information to investors. 
The following simple and _ illustrative 
example demonstrates our motivation for 


Note that we do not discuss an accounting measure of customer base value that can be used in the 


primary financial statements (i.e., balance sheets) but rather in a supplementary section within financial 


reports (see Figure 1). 


Customer equity 31 





reporting forward-looking customer metrics 
rather than just short-term metrics. Assume 
a company with contractual relationships 
reports the metrics in the first four rows of 
Table | for two subsequent periods. 

The metrics indicate that management 
has done an excellent job, because they 
have significantly increased, which results 
in a boost in total cash flow by 31.43%. 
This kind of information is frequently 
reported. However, had the firm reported 
the next two rows 
of acquired customers, number of lost 
customers), overall assessments of this 
firm might change, because the number of 
lost customers has increased substantially, 
which leads to a much higher churn rate. If 
we consider the first eight rows of Table 1, 
evaluating whether management has done 
a good job is quite difficult, because some 


of metrics (number 


Table 1 


metric changes are positive, whereas others 
are negative. The overall effect 
unclear. 

Using the available information to 
estimate a simple model of customer 
lifetime value (CLV) (for details, see Berger 
and Nasr 1998) shows that CLV diminished 
by 15.89%. Customer equity, here defined 
as CLV times the number of customers, 
also decreased by 7.87% (—$4,602.54). 
decomposing the change in 
value (i.e., which sources are responsible for 
the 7.87% decline in customer equity; we 
discuss this decomposition subsequently) 
increases insights and facilitates evaluations 
of management’s the 
increase in cash flow per 


remains 


Moreover, 


performance. In 
example, the 

customer leads to a positive change in 
customer equity of $11,690.28 but is more 


than compensated for by a negative value 


Illustrative Example 

















Period 1 Period 2 Change (in %) 

Cash flow per 10.00 12.00 20.00 
customer (in $) 
Total cash flow (in $) 10,500 13,800 13.43 
Total number of 1 000 1 050 5.00 
customers (beginning 
of period) 
Total number of 1 050 1 150 9.52 
customers (ending of 
period) 
Number of acquired 150 300 100.00 
customers (during the 
period) 
Number of lost 100 200 100.00 
customers (during the 
period) 
Churn rate (in %) 9.76 18.19 86.37 
Retention rate (in %) 90.24 81.81 -9.34 
Customer lifetime 55.67 46.83 -15.89 
value (in $) 
Customer equity (in $) 58,451.42 53,848.88 -7.87 
Change in customer equity (in $) -4,602.54 

Cash flow per customer (in $) 11,690.28 
o 8 Retention rate (in $) -16,647.09 
2 5 REMDEY of customers (in $) 5,566.80 
Ao. Other (in $) -5,212.53 
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effect due to the decreased retention rate 
(-$16,647.09). 

This simple example illustrates that 
forward-looking customer metrics provide 
more — and in this case different—insights 
than do short-term metrics. Instead of 
congratulating management for increasing 
the current period’s cash flow by 31.43%, 
investors should ask them why they created 
short-term value at the expense of long-term 
value. Furthermore, the decomposition 
clarifies performance, because it reveals the 
forward-looking consequences of changes 
in the short-term metrics and visualizes the 
sources of change in customer equity. 

In extending from this example, our main 
objective for this research is to underline the 
importance of reporting forward-looking 
customer metrics in a firm’s financial 
report. This addresses the recent demand 
for additional information that facilitates 
investors’ decision making. In particular, 
we (1) emphasize the increasing need 
for forward-looking customer metrics to 
monitor customer management activities 
in financial reporting, (2) review a catalog 
of criteria relevant to financial reporting, 
(3) propose a technique to report the value 
of the customer base and its development 
over time, and (4) develop and apply a 
model that matches financial reporting 
criteria. Thereby, we focus particularly on 
firms with contractual relationships (e.g., 
Internet service providers, financial service 
providers, telecommunication firms, energy 
suppliers, pay-TV _ broadcasters, online 
movie rental services), which can _ easily 
determine the number of existing and lost 
customers at a particular point in time. 
Such determinations are more cumbersome 
for companies in noncontractual settings, 
which might need to modify our reporting 
technique. 

The remainder of this article is organized 
as follows: The following section deduces a 
list of criteria relevant to financial reporting. 
Next, we propose a reporting technique 
that highlights the value of the customer 


base and its development over time. The 
subsequent section comprises a_ specific 
model that fits the proposed technique and 
that we apply to quarterly data from Netflix. 
com during 2001—2006. We conclude with 
implications and limitations of this model, 
as well as a discussion of further research. 


CRITICaL CRITeRla FOR FiInanClaL 
RePORTInG 


The IASB’s (2004) Framework 
Preparation and Presentation 


for the 
of Financial 
Statements, the Statements of Financial 
Accounting Concepts No. 2 (FASB 1980), and 
the Management Commentary discussion 
paper (IASB 2005) present various qualitative 
characteristics of financial reporting, as we 
list in the first column of Table 2. Because 
international accounting standards and 
the U.S. financial accounting standards 
are similar in many aspects, with boards 
currently working to converge them, we 
emphasize critical criteria common to both 
sets of standards. 

Information is relevant if it influences 
decision making by the recipients of financial 
reports (e.g., analysts, investors, regulators) 
because it improves their predictions or 
verifies their prior expectations. Nagar 
and Rajan (2005) show empirically that 
a set of customer relationship measures 
improves the explanatory power for the 
subsequent year’s earnings by 10-15%, and 
Fornell and colleagues (2006) indicate that 
investments based on customer satisfaction 
produce sizable excess returns with lower 
systematic risk. Accounting journals reveal 
extant research that advocates nonfinancial 
measures of company performance, such 
as customer satisfaction and _ loyalty, 
as useful indicators of aspects of firm 
performance (e.g., Amir and Lev 1996; Said, 
HassabElnaby, and Wier 2003; Smith and 
Wright 2004). Ittner and Larcker (1998) find 
a significant positive relationship between 
customer satisfaction measures and future 
performance and discover that announcing 
such information creates excess returns; in 
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Table 2 


Financial Reporting Criteria 





Qualitative Characteristics and Definitions 


Derived Critical Criteria for 
Customer Equity 





Relevance 


“The capacity to influence the economic decisions of users by helping 


— Future orientation 
— Decomposition 


them evaluate past, present, or future events or confirming or correcting 


their past evaluations. 
Reliability! 


— Objectivity 


“Information has the quality of reliability when it is free from material 
error, faithfully represents that which it either purports to represent or 
could reasonably be expected to represent, and is free from bias.” 


Comparability? 


— Comparability 


“The quality of information that enables users to identify similarities in 
and differences between two sets of economic phenomena.” 


Understandability 


— Simplicity 


“The quality of information that enables users to readily understand its 


significance.” 
Benefit > Cost 


— Cost effectiveness 





‘In the IASB discussion paper, reliability consists of supportability and balance. “Free from 
material error’ and “represents faithfully” appear in supportability, and “free from bias” is 


part of balance. 


2 The IASB discussion paper concludes that the ability to compare management commentaries 
from an entity over time is important because comparability between entities as a qualitative 
characteristic conflicts with the objective of requiring management to convey what it believes 


is important. ————: 


other words, the disclosure of customer 
satisfaction measures provides information 
to the about expected 
future cash flow. Internally, nonfinancial 


stock market 


measures provide managers with good 
indications of the reasons for change in, 
say, customer equity, which again benefits 
the firm’s performance. For example, Ittner, 
Larcker, and Randall (2003) reveal that 
financial service firms that use a broader 
set of financial and nonfinancial measures 
earn higher stock returns. According to 
these studies, as well as that by Gupta, 
Lehmann, and Stuart (2004), financial 
analysts have yet to pay more than scant 
attention to these off-balance-sheet assets, 
even though they may be key determinants 
of a firm’s market value. If a firm were to 
include information about the health of 
its customer relationships, investors would 
gain a better understanding of the link 


between a firm’s customer assets and the 
capacity to generate shareholder value. 
The IASB (2005) discussion paper explicitly 
mentions customer measures as significant 
indicators that, for example, retail banks 
might use to assess operating performance. 
Any measure of the health of a firm’s 
customer relationships should take future 
cash flows into account, so the FASB (2000) 
accentuates the importance of discounted 
cash flow techniques. Measures of CLV and 
customer equity meet this criterion because 
of their future orientation and similarity 
to discounted cash flow techniques. 
Decomposing changes in customer equity 
into its components and isolating the 
effects of changes in customer metrics 
allows investors to better evaluate the long- 
term impact of the current performance. 
According to the IASB (2005) discussion 
paper, measures also must exhibit reliability, 
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in that they are free from material error 
and bias as well as faithfully represent that 
which they either purport to represent or 
could reasonably be expected to represent. 
The Management Commentary discussion 
paper addresses the first and third elements 
as forms of supportability, such that a 
measure is supportable if it faithfully 
represents, for example, information 
sources, inherent uncertainty, and material 
assumptions, which enable investors to 
assess the reliability of the measure for 
A prerequisite is objectivity 
in data collection and processing, so that 
different people computing the measure 
will obtain the same value. Being free from 
bias means that the measures deal evenly 


themselves. 


with good and bad aspects of the firm’s 
performance and prospects. 
Comparability represents another 


important quality of financial reporting 
information that implies the measure 
applies consistently across industries and 
time, so investors can compare the results 
for different firms over several years. The 
Management Commentary discussion paper 
refers only to comparability over time, 
because comparability between entities 
conflicts with the objective of requiring 
management to convey what it believes 
is important. However, a customer equity 
reporting technique could be _ applied 
and compared among entities if it were 
standardized and did not depend on specific 
types of data. Because this requirement 
also refers to the criterion of simplicity, we 


emphasize comparability both over time 
and across entities. 
Furthermore, all measures should be 


readily understandable and cost effective. 
They should rely only on a few inputs and 
ideally use secondary information collected 
within the firm. Any necessary primary 
data collection should be reduced to a 
minimum, because of the associated costs 
and lack of comparability. 

In line with the preceding discussion, 
we emphasize six critical criteria: future 


orientation, decomposition, 
comparability, simplicity, 
effectiveness. Many of these criteria also 
appear in a list of desiderata developed 
during a Marketing Science Institute (1999) 
workshop intended for brand valuation 
purposes, in which context Fischer (2006) 
similarly develops six brand asset valuation 
criteria for an accounting measure of brand 
equity. Our criteria are in line with his. 

Summing up, firms should report forward- 
looking customer metrics (e.g., value of 
the customer base and its changes over 
time) to help investors to monitor firms’ 
performance with respect to their customer 
assets. These forward-looking customer 
metrics need to be consistent with the 
criteria presented in Table 2. Subsequently, 
we propose a technique to report the value 
of the customer base and its development 
over time that matches the financial 
reporting criteria. 


objectivity, 
and cost 


CuSTOMeR equlTy RePORTInG 


Customer Equity Statement 


In general, customer equity reporting 
should comprise two main elements: the 
Customer Equity Statement and the Customer 
Equity Flow Statement. The Customer Equity 


Statement reports customer equity (i.e., 
the value of the customer base) and its 
components in a single, clear display 


and thus reveals the value of the existing 
customer base. The Customer Equity Flow 
Statement describes changes in customer 
equity and its components between two 
periods and reports the influence of any 
changes in customer metrics on customer 
equity. 

For the specific purpose of reporting, we 
define customer equity as the sum of the 
CLVs (after marketing expenditures) of all 
of the firm’s current customers in period 
t (Blattberg and Deighton 1996). CLVs 
before marketing expenditures result from 
several customer metrics, such as cash 
flows generated by a customer (customer 
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cash flow) and the duration of a customer’s 
relationship with the company (customer 
lifetime). To retain or acquire customers, 
a firm must invest money; the measures 
of retention and acquisition expenditures 
per customer reflect those investments. 
Combining customer metrics with an 
appropriate discount rate provides a 
calculation of the net present value of a 
customer’s cash flows (CLV before marketing 
expenditures), the net present value of 
a customer’s acquisition expenditures 
Cifetime acquisition expenditures), and 
the net 
retention expenditures (lifetime retention 
expenditures). We label these three metrics 
customer value metrics because they 
determine the value of a particular customer. 


present value of a customer’s 


Altogether, they determine each person’s 
CLV (after marketing expenditures). 

The number of customers at the end of a 
period equals the number of customers at 
the beginning of a period plus the number 
of customers acquired minus the number 
of customers lost. 
customer movements, we use the number 


To understand these 


of existing customers (at the beginning of 
a period) and the number of new and lost 
customers (during a period) as customer 
quantity metrics. Multiplying the CLV 
of an average customer before marketing 
expenditures by the number of existing, 
lost customers provides the 
corresponding value of existing, new, or lost 
customers before marketing expenditures. 


new, or 


We can perform a similar calculation for 
acquisition and retention expenditures. 
These 
value and quantity metrics provide several 


various combinations of customer 


different components of customer equity; 
as we illustrate in Figure 2, customer equity 
can be decomposed according to the kinds 
of customers (existing, new, or lost) or the 
value components (net present value of 
customercash flows, retentionexpenditures, 
and acquisition expenditures). 

In equation form, Figure 2 appears as 
follows, where the superscript E stands for 


existing customers at the beginning of the 
period, L is the number of lost customers 
during the period, and N represents the 
number of new customers in the period: 
CE =f) -f’ =f? + 
AXO-hFQ) +hiQ - 


(1) EN CyB") 

= CEM"? — TLCR — TLCA,, 
where 
CE: Customer equity (after 


marketing expenditures) at the 
end of period t, 
Customer equity 
marketing expenditures of the 
existing (lost, new) 
at the end of period t, 
Net present value of retention 
expenditures for the existing 
(lost, new) customers during 
period t, and 

Net present value of acquisition 


before 


or: 
customers 


AFL (,): 


8," (): 
expenditures for the new 
customers during period t. 
Thus, the sum of the first three terms in 
Equation | represents customer equity before 
marketing expenditures at the end of period 
t (CE?"*?) and corresponds to customer 
equity before marketing expenditures at the 
beginning of the period (first term) minus 
the customer equity of 
(second term) plus the customer equity of 
newly acquired customers (third term). The 


subsequent three terms represent the 


lost customers 


net 
present value of the retention expenditures 
(TLCR,), again divided into corresponding 
values for customers with the company 
at the beginning of the period, those 
acquired, and those lost. The last term in 
Equation | represents the net present value 
of the acquisition expenditures (TLCA)). 
Furthermore, we might rearrange Equation 
1 to represent the value of different groups 
of customers, as follows: 
CE, = fF () -h FQ) - 

0 - ALO £"Q - 
2) AN ()- 80 

= CEF—CE/+ CEN 
where 
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Figure 2 ; 
Decomposition of Customer Equity 
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existing customers 
at the end of 
period t, 
Customer equity 
(after marketing 
expenditures) of 
lost customers at 
the end of period 
t, and 
CEt= ft (.)- ht -gf(.):Customer equity 
(after marketing 
expenditures) of 
new customers at 
theend of period t. 


CEtL=1l(.)- h/ ): 


Equation 2 states that customer equity (after 
marketing expenditures) at the end of the 
period equals the customer equity of existing 
customers after marketing expenditures 
(CE/) minus customer equity after marketing 
expenditures of customers lost during the 
period (CE/) plus customer equity after 
marketing expenditures of newly acquired 
customers (CEt). Thus, we decompose 
customer equity according to its value 
components (customer cash flows, retention 
expenditures, and acquisition expenditures) 
and groups of customers (existing, new, or 
lost). A wide range of customer equity models, 
such as those proposed by Blattberg and 
Deighton (1996), Rust, Lemon, and Zeithaml 
(2004), or Gupta, Lehmann, and Stuart (2004), 
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may be used to specify f(.), h, () or g,(.) — for 
a recent review of different customer equity 
models see Kumar and George (2007). 


Customer Equity Flow Statement 


The Customer Equity Flow Statement 
illustrates changes in customer equity 
between two periods, that is, the difference 
between customer equity at the end of 
periodt and t — 1: 





(3) UCE 


tte 








) = CE,-CE,_, 





We can easily extend Equation 3 to calculate 
changes in customer equity among more 
than two periods. If we combine it with 
Equation 1, we further can decompose 
changes in customer equity into differences 
according to the number of existing, new, or 
lost customers. Moreover, knowledge of the 
exact specification of f (.), A, (.) or g(.) would 
enable us to determine the effect of customer 
metrics on changes in customer equity. 


aPPLiCaTIOn 


Objectives 

We apply our’ reporting technique to 
Netflix.com. In doing so, we provide 
a possible specification of f (.), h, () 
and g,(.) that suits the available data. 
Note, however, that the Customer Equity 


Statement and __ the Customer Equity 
Flow Statement could handle other 
specifications, which we will address 


in our discussion section. Netflix.com’s 
principal activity is to provide online 
movie rental services through access to 
more than 55,000 movies, television, and 
other entertainment titles. The standard 
subscription plan gives customers up 
to three titles at the same time with 
dates, late fees, or shipping 
charges. Shipping and receiving centers 
throughout the United States deliver the 
DVDs through the U.S. Postal Service at 
no charge to customers. 

Because Netflix.com is listed on the 


no due 


NASDAQ, it must fulfill several SEC 
requirements, such as the MD&A section 
in its financial reports. In its 10-Q 
statements, Netflix.com (2006) provides 
information about customer churn and 
customer acquisition costs 
that management not only reviews churn 
rates to evaluate whether the company 
is retaining existing customers, in 
accordance with its business plans, but 
also. reviews acquisition expenditures 
to evaluate the efficiency of marketing 
programs for acquiring new customers. 
Furthermore, the statements indicate that 
Netflix.com believes in the usefulness of 
monitoring these metrics together, not 
individually, because it will not make 
business decisions based on a single metric. 
Although these metrics are measurable 
and observable by investors over time, 
they contradict several requirements of 
financial reporting; their interpretation is 
far from simple, because investors must 
trade off between any changes in the 
metrics to determine the overall, long- 


and notes 


term effect. 


Data 


We use publicly available, quarterly data 
from annual reports, 10-K and 10-Q 
statements, and other company reports 
from September 2001—September 2006. 
The data for each quarter include the 
number of customers, average monthly 
churn rate, gross subscriber additions, 
subscription revenue, subscription costs 
of revenue, operating expenses (without 


marketing expenditures), acquisition 
cost per customer, and marketing 
expenditures. 


This information enables us to calculate 
customers during 
the quarter (i.e., difference in number of 
customers between the current and the 
previous quarter plus gross additions in the 
current quarter). We calculate the average 
quarterly retention rate as 1 — (number of 
lost customers during the quarter divided 


the number of lost 
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by the average number of customers during 
the quarter). To calculate the cash flow per 
customer, we subtract the subscription costs 
of revenue and the operating expenditures 
from the subscription revenue and divide 
the result by the number of customers. To 
smooth out seasonal fluctuations and other 
one-off effects, we use a common financial 
practice called a “trailing 12-month 
average” and replace the cash flow per 
customer and quarter, as well as_ the 
quarterly retention rate, with the mean of 
the corresponding cash flows and retention 


rates for the 
Multiplying the 


preceding four quarters. 

number of customers 
acquired by _ the acquisition 
cost yields the acquisition expenditures, 
which equal the marketing expenditures of 
Netflix.com; that is, Netflix.com considers 
all its marketing expenditures acquisition 
expenditures. Thus, Netflix.com claims its 
retention expenditures are 0.2 The company 
provides no information about its discount 
rate, so we choose an annual discount rate 
of 10% (quarterly discount rate amounts to 
2.41%). 


customer 





Table 3 
Calculation of Customer Metrics 

Calculation Method or Data Source Q4 2005 Qi 2006 Q2 2006 Q3 2006 
Number of Reported number of customers per 4 179 4,866 5,169 5,662 
customers (in quarter (source: financial statements) 
thousands) 
Number of new Reported number of gross subscribers 1,156 1,377 1,070 1,310 
customers (in additions (source: financial statements) 
thousands) 
Number of lost Difference in number of customers 569 690 767 817 
customers (in between the current and the previous 
thousands) quarter + number of gross additions in 

the current quarter 
Customer cash = (Subscription revenue — subscription cost 9.97 10.84 11.87 12.60 
flow (in $) of revenue — operating expenses without 

marketing) / number of customers 
Retention rate 1 —(number of lost customers during 0.83 0.84 0.85 0.85 

quarter / [number of customers at the 

beginning of quarter + number of 

customers at the end of quarter] /2) 
Retention (Reported marketing expenditures — 0.00 0.00 0.00 0.00 
expenditures per reported acquisition cost per customer X 
customer (in $) number of new customers) / (number of 

customers — number of new customers) 
Acquisition Reported acquisition cost per customer 38.08 38.47 43.95 45.32 


expenditures per (source: financial statements) 
customer (in $) 





2 


Some of Netflix.com’s technology and development expenses may result from the “member” portion 


of its Web site and hence reflect retention expenditures. Unfortunately, it is difficult to disentangle 


acquisition, retention, and general purpose of these expenditures. Therefore, we do not use them to 


determine retention expenditures. 
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Development of Customer Metrics Over Time 


Figure 3 
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In Table 3, we list our calculations for the 
different customer metrics, as well as the 
resulting customer metrics for the preceding 
four quarters (Q4 2005—Q3 2006). 

We use Figure 3 to illustrate the value and 
changes of customer metrics over time. On 
the positive side, Netflix.com increased its 
number of customers and its retention 
rate, as well as the cash flow per customer 
in 2006 after suffering a drop in 2005. 
However, its acquisition expenditures 
increased. These measures thus do not 
provide a clear picture of the overall 
value of the customer base. To obtain that 
picture, we must specify f (.), h, (.) and g, 
(.) in accordance with the available data, 


as we do in the next section. 


Model 


Although our formulation in Equations 1 
and 2 is flexible enough to capture a wide 
range of specifications, data availability 
limits the feasibility of some models in our 
application. Our available information only 
allows us to calculate average values, such 
as average cash flow per customer, so we 
build on Berger and Nasr’s (1998) ideas and 
select a parsimonious, easily applicable CLV 
specification (see also Gupta and Lehmann 
2003; Kumar, Ramani, and Bohling 2004). 
This specification provides an example of a 
particular formulation of a customer equity 
model for financial reporting purposes; 
additional information, such as the metrics 
according to different customer segments, 
would enable us to capture heterogeneity 
across different customer segments and use 
alternative model formulations. 
CLV before 

Expenditures, Lifetime Retention Expenditures, 
and Lifetime Acquisition Expenditures. The 
CLV before marketing expenditures of a 
current customer i in period t (CLV, ,’”"") 
reflects the present value of her cash flows 


Calculating Marketing 























(C, ,,,) over her remaining lifetime (T, — 4), 
with k as the discount rate: 
Tot 
(4) CLV, ME” = a 
ve pao ( + ky 


To develop an _ average 
assume that retention rates, 
the behavior of an average customer, are 
constant over time (7, 7) and that the 
customer cash flows of an average customer 
also are constant over time (C, ap = C). 
Using these assumptions, we can rewrite 
Equation 4 to describe the lifetime value of 
an average customer: 


CLV," we 
which reflect 
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Because Equation 4 is an infinite geometric 
| < 1, we also can rewrite it 





series for I r 


as: 














=k 


(6) Ch B= CSAC 


According to Equation 6, we recognize that 
lifetime retention expenditures (LCR) equal 
Equation 7 in the case of constant retention 
expenditures over time (CR). Thereby, we 
assume that retention expenditures occur 
in all periods: 


(2 TeRecr st. 


The lifetime acquisition expenditures (LCA,) 
equal the current acquisition expenditures 
(CA,) if they occur only in the acquisition 
period. Otherwise, we must calculate 
the net present value of the acquisition 
expenditures. The CLV after marketing 
expenditures for existing customers, 
CLV,,.."M’", is CLV’""" minus LCR, whereas 
that for new customers, CLV, equals 
CLV“? minus the sum of LCA, and LCR,. 
To assess Netflix.com, this particular 
formulation for calculating CLV works 
well and fulfills the criteria for financial 
reporting. However, we note the potential 
issues involved in our use of constant 
retention rates and the “gone for good” 
assumption; both Kumar and Reinartz 
(2005) and Fader and Hardie (2006) show 
that using Equation 6 to calculate CLV 
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might underestimate the value of the 
customer base if customer retention rates 
are very heterogeneous. In that case, 
Equation 6 might include a factor that 
adjusts for the heterogeneity of retention 
rates across customers (Fader and Hardie 
2006). Alternatively, we could estimate 
the equation separately for homogeneous 
customer segments. Neither approach is 
applicable to our illustration, because of 
the limited information availability, but 
could be adopted easily if additional data 
were available. Even though this limitation 
might bias the results, we note that the 
main objective of the Customer Equity Flow 
Statement is to track the development of 
customer equity over time. Therefore, if the 
heterogeneity of retention rates remains 
constant over time, the bias largely cancels 
itself out in the relative comparisons across 
different points in time. In addition, strong 
heterogeneity underestimates both CLV 
before marketing expenditures (CLV >”) 
and lifetime retention expenditures (LCR ). 
Thus, the amount of bias should cancel out 
at least partly, because CLV after marketing 
expenditures subtracts LCR, from CLV, 


bMExp 


Rust, Lemon, and Zeithaml (2004) 
also demonstrate the “gone for good” 
assumption bias, in that customers may 
return. This assumption biases calculations 
in two ways: First, it may underestimate 
the value of a customer (before marketing 
expenditures), who might eventually return 
and generate new cash flows. Second, it can 
acquisition 
customers, because some “new” 
customers may be “reactivated” customers, 
in which case it may be more expensive to 


underestimate expenditures 


for new 


convince them about service improvements, 
for example. Acquisition expenditures 
related to these customers also may be 
overestimated if customers cancel the 
service due to a temporarily absence (i.e., 
being abroad for six months). Netflix.com 
does not disclose any further information 
about the number of new customers and 
acquisition expenditures, but 


that these opposing effects on CLV (before 


we posit 


marketing expenditures) and acquisition 
expenditures should cancel each other out 
at least partly and thus limit the possible 
bias of the gone for good assumption. 

Customer Equity Statement. When we 
combine Equations 1, 6, and 7, we obtain 
the following specification for customer 
equity (CE,) at the end of period t: 





(8) CE=N.3C3 tf -n30R3 


att -N*"3 CA, 


t 





The first term on the right side of Equation 8 
represents our specification of f (.), the second 
term our specification of h, (.), and the third 
term our specification of g (.). We choose this 
specification because its suits the available 
data, but underline that our _ reporting 
technique is also able to capture other 
specifications, which we will address in the 
discussion section. We determine customer 

equity according to customer metrics (C,,r,, 

CR, and CA) and customer quantity metrics 

(N, and N.%). Using the concepts we described 

previously, it is straightforward to build on 

the ideas of Equations 1 or 2 and further 
decompose Equation 8 into customer equity 
components. 

Customer Equity Flow Statement. It provides 
information about absolute changes in 
customer equity and its components over time. 
Equation 9 determines the change in customer 
equity between periods t and t — 1 and easily 
could be modified to calculate changes in the 
components of customer equity: 





(9) CE, ,=CE-CE,, 
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1 


The influence of any particular changes 
in customer metrics on customer equity 
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appears in the difference in customer 
equity that results from a change in 
that particular metric. For example, the 
influence of changes in the number of 
existing customers between periods t and 
t- 1 on customer equity before marketing 
expenditures is: 


(10) ANY, = ir (Nyy Cy Ly) - 
fas’ Nay Cpa L, 2) 
_ 1 
=N, . 3 Ale ty ee Ci 
14+k 
1k al 
4 
=(N 247 N,J “Gade BA 
Figure 4 


The model for reporting customer equity 
is consistent with the criteria presented 
in Table 2: It takes future cash flows into 
account (future orientation), decomposes 
customer equity and changes in customer 
equity (decomposition), uses accounting or 
other objective data as inputs (objectivity), 
is standardized and does not depend on 
specific data (comparability), is easy to 
understand for decision makers (simplicity), 
and does not require costly data collection 
because it uses data already available in the 
firm (cost effectiveness). 


Netflix.com's Customer Equity Statement (Q3 2006) 
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retahsse Bate CLV"MExp CE bMExp. CE bMExp-. CE bMExp. CE bMExp. 
(Exist. Cust.) (Lost. Cust.) (New. Cust.) S417.93 
85% S 73.81 
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Netflix.com’s Customer Equity Statement 

In Figure 4, we _ depict Netflix.com’s 
Customer Equity Statement for Q3 2006, on 
the basis of Figure 2. Customer equity yields 
$358.56 million in Q3 2006, according to 
the customer equity without marketing 
expenditures for existing customers 
($381.54 million), lost customers (—$60.30 
million), new customers ($96.69 million), 
and total lifetime acquisition expenditures 
(-$59.37 million). Because Netflix.com 
spends all its marketing expenditures on 
acquiring new customers, the total lifetime 
retention expenditures are always 0. We also 
demonstrate the decomposition according 
to groups of customers in Figure 4. 

In Figure 5, we illustrate the development 
of customer equity over time. Except for 
Q3 2005, customer equity always increases 
over time. 
monitors customer equity 
over time, the Customer Equity Statement 
provides investors with information about 


Because _ it 


the value of the customer base, as well as an 
illustrative overview of customer metrics, 
the value of the customer base, and its 
components. However, it does not indicate 
the sources of change in customer equity 
over time, which would enhance any 
analysis by giving investors insights into 
how much and as a result of which metric 
the value of the customer base has changed. 
More detailed statements about the firm’s 
customer management activities appear in 
the Customer Equity Flow Statement. 


Netflix.com’s Customer Equity Flow 
Statement. 

Following from Figure 4, we develop Figure 
6 to depict Netflix.com’s total change in 
customer equity, its components, and its 
customer metrics in Q2—Q3 2006. Customer 
equity changed by $48.10 million, which 
reflects a change in customer equity before 
marketing expenditures of $60.44 million 


and a change in total lifetime acquisition 


Customer Equity Over Time 


Customer Equity per Quarter 
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expenditures of -$12.34 million (i.e, value metrics, and customer quantity 


total lifetime acquisition expenditures 
increased). The change in customer equity 
before marketing expenditures comprises 
three components: change in customer 
equity before marketing expenditures 
of existing customers ($45.01 million), 
lost customers (-$7.26 million), and new 
customers ($22.69 million). 

Furthermore, Figure 6 indicates the 
changes in customer metrics, customer 


metrics and thus summarizes what has 
happened during the period and _ the 
forward-looking effects of those changes 
(i.e., changes in customer equity). For 
example, investors might note that Netflix. 
com increased its existing customers (0.49 
million), lost more customers than in Q2 
2006 (-0.05 million), and gained more 
customers than it did in Q2 2006 (0.24 
million) and therefore increased the value 
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of the whole customer base, primarily 
because its average customer cash flow 
($0.73) increased during that period. 

In addition to decomposing changes in 
customer equity for several components, 
investors might want to know which 
metrics caused those changes, as we 
provide in Table 4, which includes the total 
effect (total change), value effects (changes 
due to changes in customer value metrics), 
quantity effects (changes due to the number 
of existing, lost, and new customers), 
and interaction effects (changes due to 
simultaneous changes in customer value 
and quantity metrics). 


Table 4 


According to Table 4, the major sources of 
Netflix.com’s increased customer equity in 
Q2-Q3 2006 ($48.10 million) are positive 
value ($22.35 million) and quantity ($23.22 
million) effects. Furthermore, the change 
in customer cash flow increases customer 
equity by $21.98 million, supported by 
the increase in customer lifetime ($1.84 
million) but partly compensated for by 
higher acquisition expenditures (—$1.47 
million). In addition to this decomposition, 
management can explain why those 
changes have occurred and what they are 
planning to do in the future. 

According to Netflix.com’s financial 
statements, monthly revenues per 


Netflix.com’s Customer Flow Equity Statement (Q2-Q3 2006): Effects view 

















In Thousands$ Q1-Q2 2006 Q2-Q3 2006 Trend 
Total effect 63,543.91 48,098.98 y 
value effects 27,342.54 22,351.47 y 
Customer cash flow 28,515.11 21,977.91 y 
Customer lifetime 6,373.39 1,839.46 y 
Acquisition expendi- -7,545.96 -1,465.90 
tures 
Quantity effects 32,166.34 23,218.85 y 
Lost customers -47,269.71 -56,503.34 y 
New customers 79,436.05 79,722.18 
Interaction effects 4,035.03 2.528.67 y 
Lost customers -5,664.43 -3,782.62 
Customer cash flow -4,494.67 -3,47378 
Customer lifetime -1,169.75 -308.84 
New customers 8,949.88 6,179.70 y 
Customer cash flow 6,270.28 5,569.95 y 
Customer lifetime 2,679.60 609.75 y 
Lifetime 
Customer cash flow 1,753.39 234.67 y 
Other -1,003.80 -103.08 
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subscriber declined because of the 
continued popularity of lower cost 
subscription plans. However, the cost of 


subscription (revenue-sharing 
expenses, amortization of the DVD library, 
and postage and packaging expenses) and 
fulfillment (expenses incurred in operating 
and staffing shipping and customer service 
centers, including receiving, inspecting, 
and warehousing the library and credit card 
fees) declined as a percentage of revenue. 
Netflix.com explains this decline with the 
lowered cost per paid shipment, which 
includes a drop in the percentage of DVDs 
mailed to subscribers subject to revenue- 
sharing agreements. They also note the 
decline in overall usage (i.e., fewer monthly 
movie rentals per average subscriber) and 
increased operational efficiencies. These 
changes increase our calculated customer 
cash flow. Finally, the minor increase in 
retention rate appears to stem from its price 
parity with Blockbuster, as well as service 
improvements (e.g., more titles, better 
recommendations). 

Furthermore, the quantity effects in Q2— 
Q3 2006 are positive ($23.22 million), 
indicating that Netflix.com grows its 
customer base. The positive interaction 
($2.53 million) also suggest that 
the cash flow and retention rate increases 
prompt positive customer cash flow and 
lifetime effects for existing and new 
customers but a negative effect for lost 


revenues 


effects 


customers. 

To enhance its understandability, Table 
4 also includes trends compared with the 
previous quarter. Investors thus might 
observe changes in the customer equity 
trends over time. For example, comparing 
Q2-Q3 2006 with QI-Q2 2006 (see Table 


4) Netflix’s customer equity growth 
slows down. While there are positive 
trends in acquisition expenditures and 


new customers, the trends of customer 
cash-flows, customer lifetime, and lost 
customers are deteriorating. These 
allow investors to evaluate the firm’s ability 


trends 


to solve previous period’s problems or its 
potential to outperform its previous growth 
in customer equity. 


DISCuSsiOn anD COnCLusiOns 


We emphasize that the reporting of forward- 
looking customer metrics addresses the 
demand for additional information that 
facilitates investors’ decision. Therefore, we 
propose a means to report customer equity 
that matches financial reporting criteria 
and enables investors, creditors, and other 
“consumers” of financial reports to clearly 
understand the firm’s capability to generate 
shareholder value. In this sense, our research 
contributes to recent discussions about 
financial reporting and enables investors to 
monitor a firm’s performance with respect 
to its primary assets. 

Moreover, it contributes to the discussion 
about marketing accountability and may 
support marketing’s reentry into the 
boardroom, because it aligns customer 
management with corporate goals and the 
investor’s perspective. 

For the specific purpose of reporting, we 
focus on the value of the current customer 
base and its changes over time. Customer 
based firm valuation would be a natural 
extension, whereas the value of the future 
customers have to be taken into account 
then. A rather limited number of studies exist 
in this area. Kim, Mahajan, and Srivastava 
(1995) estimate the value per pop (ie., the 
number of people living in a service area) 
by utilizing subscriber data in the cellular 
phone industry. They find that their model 
is able to capture and predict this value 
quite well. Gupta, Lehmann, and Stuart 
(2004) use publicly available customer data 
from five firms to estimate customer equity. 
They find that their estimates of customer 
equity are reasonably close to the market 
value for three of the five firms (exceptions 
were Amazon and eBay). Their model 
is replicated by Libai, Muller, and Peres 
(2007) by using a Bass diffusion model with 
customer defection. Their results confirm 
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the findings of Gupta, Lehmann, and Stuart 
(2004). Rust, Lemon, and Zeithaml (2004) 
use a survey of 100 customers for airlines 
to estimate CLV for American Airlines. 
Using this estimate and the total number 
of airline passengers, they estimate the 
overall customer value of American Airlines 
in 1999 as $7.3 billion. Since this estimate 
does not include international traffic and 
other nonflight sources of revenue, it is 
reasonably close to the $9.7 billion market 
value of American Airlines at that time. 
We 
example of companies such as Netflix.com 
and disclose better information about their 
customer base, models for calculating and 
decomposing the value of the customer 
base (i.e., customer equity) and customer 
based firm valuation will certainly gain 
further importance in practice. 

The proposed technique for 
equity reporting permits a wide range of 
models for calculating CLV and customer 
equity. We introduce a_ parsimonious 
model that reflects our data availability 
for calculating and decomposing customer 
equity in application to data from Netflix. 
com. The provided calculations and 
decomposition of customer equity reveal a 
clear understanding of the health of Netflix. 
com’s customer base to investors, especially 
because they also analyze the influence of 
changes in customer metrics on the value 
of the customer base. As such, our model is 
both diagnostic and forward-looking. 


believe that if more firms follow the 


customer 


Our research also contains limitations, 
which suggest opportunities for additional 
study. 

Though we develop our reporting 


technique for a broad range of firms, we 
study only a single firm in depth. Further 
research might analyze the value of the 
customer base of additional firms 
industries to examine whether industry- 
specific patterns of changes emerge in terms 
of customer metrics. Such an analysis could 
also provide a benchmark for developments 
across not only time but also industries. 


and 


In addition, our specific calculation of 
CLV entails just one possible method 
that requires only a limited amount of 
information, whereas the general framework 
also permits several other specifications. We 
explain why violations of the assumptions 
we need to make should lead only to minor 
bias in the results, but additional research 
could analyze our arguments in greater 
depth. Further research might use our ideas 
when other types of data are available. For 
instance, although individual customer 
information is sensitive and firms might 
be reluctant to disclose them in financial 
reports, aggregated segment level statistics 
(such as high, mid, and low CLVs_ or 
the variance of average CLVs and other 
customer metrics across segments) may lead 
to additional insights for investors. Hence, 
instead of only using customer averages— 
across all of the firm’s customers—when 
reporting CLV, acquisition or 
expenditures, and thus customer equity, 
firms may additionally report the variance 
of these averages (even on a segment level) 
to take heterogeneity across customers into 
account. Moreover, due to limited amount 
of data, our approach does not include 
competitive effects. Using a Markov 
switching-matrix approach to model CLV 
would enables us to come up with a model 
that contains both customer acquisition 
and retention in the context of brand 
switching (e.g., Rust, Lemon, and Zeithaml] 
2004). Further research might incorporate 
that, if the necessary is available. 
An extended approach may 
incorporate varying future acquisition or 
retention expenditures as well as discount 
and retention rates because they might 
change (e.g., Gupta and Lehmann 2005). 
Likewise, our specification may be extended 
to capture additional aspects such as cross- 
and up-selling projections that could 
be incorporated as additional customer 
metrics. Moreover, further research might 
want to examine how our technique might 
need to be adjusted for noncontractual 


retention 


also 
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relationships because we focus on _ firms 
with contractual relationships, which can 
easily determine the number of existing and 
lost customers at a particular point in time. 
Additional research might also examine 
implementation issues of our approach. For 
instance, it would be interesting to know 
how to stimulate usage of such reporting 
techniques for a firm’s investors’ relations 
activities, which information they already 
compute and track over time, and which 
level of metrics they are willing to disclose. 
Thereby, activity-based costing approaches 
might avoid possible endogeneity problems 
of our way of computing acquisition or 
retention expenditures. 

Future approaches could also incorporate 
additional customer performance metrics. 
For instance, metrics of customer value 
creation and marketing efficiency may 
offer additional information of the firm’s 
customer management activities over time. 
Examples are metrics that indicate the 
creation of value through new customer 
acquisition activities or demonstrate 
changes in the efficiency of investments in 
customer acquisition or retention activities 
over time. Future research may examine 
whether additional metrics provide better 
diagnostics of future firm performance 
than current metrics. 

We propose a reporting technique that 
enables investors to analyze the situation 
of the firm better and identify the metrics 
responsible for changes in customer equity. 
However, we do not intend to explain why 
certain metrics have changed; that job is up 
to management, as are explanations of future 
plans (IASB 2005). Our reporting technique 
visualizes the long-term effects of changes 
for external recipients of financial reports. 
Internally, firms should employ models 
that diagnose the reasons for particular 
changes in customer metrics in much more 
detail (e.g., Rust, Lemon, and Zeithaml 
2004). Further research could explore the 
advantages of combining our reporting 
technique with such detailed internal 


models. A particular challenge might be 
to determine how these combinations best 
meet the criteria for financial reporting; 
namely, future orientation, decomposition, 
objectivity, comparability, simplicity, and 
cost effectiveness. 


SuMMaRy 


Recent discussions in accounting demand 
the need for additional information that 


facilitates investors’ decision making 
and meets the objectives of financial 
reporting. Forward-looking customer 


metrics are necessary and useful as a 
managerial tool and therefore should also 
be reported in financial statements to 
enable investors to clearly understand the 
firm’s capability to generate shareholder 
An external reporting technique 
that addresses the consequences of a firm’s 
customer management activities completes 
the concept of value-based customer 
management, because it aligns customer 
management with corporate goals and the 
investor’s perspective. 

We develop a reporting technique that 
provides a starting point for considering 
the value of the customer base in a firm’s 
financial report, especially in the MD&A 
or Management Commentary sections. We 
emphasize that this reporting technique 
provides a supplement and complement to 
current information in financial statements, 
as demanded by the SEC and IASB. Because 
marketing literature includes in-depth 
discussions of the concepts of customer 
and brand equity, marketing academics 
should take a leading role in transferring 


value. 


that knowledge to other areas, such as 
accounting or finance. 
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ABSTRACT 
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The purpose of this paper is to reflect on the status of customer service. The objective is to: 
stimulate debate in this area and to indicate possible future areas for research in connection | 
with customer service implementation. The approach followed is that of a conceptual paper! 
based on a synthesis review. The findings show that, according to theory, customers are | 
central to organisations. However, organisational performance is judged by the economic 
results the organisation achieves. In essence these statements show that a balanced view! 
should be maintained between the customer and the organisation if long-term prosperity | 
is to be assured. Accordingly, research has shown that those organisations that succeed: 
in balancing stakeholder demands and integrating the right mix of a host of multifaceted : 
variables impacting on customer service do indeed achieve success. However, not all! 
organisations are successful in implementing customer service. Although executives indicate | 
that they are paying increasing attention to their customers, they still do not understand 
them fully, which limits their success. The fact that executives do not fully understand their 
customers can be attributed to anumber of factors, the most important being the fragmented | 
presentation of customer service, ostensibly to simplify the complexity associated with this: 
concept. A holistic approach is needed that balances stakeholder demands while including : 
the right mix of variables that affect customer service. This holistic approach needs further! 
investigation. 


INTRODUCTION the customer’s point of view. Therefore, 
Drucker once observed (1954:7) that Concern and responsibility for marketing 
the customer is the only reason for any Must permeate all areas of the enterprise. 


organisation’s 
refers 


Despite the importance of the customer, 
he (Drucker, 1954) also remarked that the 
vital principle that determines the essence 


existence. This statement 


to the marketing concept which 


holds that the customer will only buy what 
he/she needs and wants, provided that he/ 
she obtains value at the same time (see for 
example Smith & Colgate, 2007). Further, 
Drucker (1954) further observed that 
marketing encompasses the entire business 
— it is the whole business seen from the 
point of view of its final results, that is, from 


1 


of enterprises is economic performance, 
the economic results these enterprises 
produce. This statement points to a 
balance between customer orientation and 
organisational performance requirements, 
which have recently been reiterated by, 


inter alia, Gummesson (2007; 2008a; 
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2008b) and Helgesen (2006:246). This view 
is supported by scholars such as Smith and 
Colgate (2007), who highlight the idea that 
customer value relates to both customer 
perceived value and customer lifetime 
value for the organisation. 

A customer orientation is a prerequisite 
for understanding customers’ needs, wants 
and desires, and perception of value and the 
way this can contribute to organisational 
value. Understanding customers is achieved 
in numerous ways, inter alia, listening to 
the voice of the customer (Katcher, 2003; 
Krepapa, Berthon, Webb & Pitt, 2003; 
Mayer, Bowen & Moulton, 2003; Markey, 
Reichheld & Dullweber, 2009; Stuart & 
Tax, 1996; Swan, Bowers & Gover, 2000). 
Understanding one’s customers leads to the 
delivery of the expected customer service, 
which is a precursor to satisfaction, loyalty 
and profitability (Helgesen, 2006; Smith & 
Colgate, 2007). 

Customer _ service 
the obvious route to 


seems to suggest 


business success. 


Furthermore, research has shown that 
organisations that succeed in being 
customer centric, by implementing 


customer service matching their customers’ 
expectations, reap the benefits in terms of 
profitability (Cranage, 2004; Duncan & 
Elliot, 2004; Epstein & Westbrook, 2001; 
Helgesen, 2006; Newman, 2001; Payne, 
Holt & Frow, 2000; Soteriou & Zenoid, 
1999; Heskett, Jones, Loveman, Sasser & 
Schlesinger 1994; Van der Wiele, Boselie & 
Hesselink, 2002). 

Alas, for some organisations the successful 
implementation of customer service seems 
to be elusive. According to Shah, Rust, 
Parasuraman, Staelin and Day (2006), 
most organisations are still struggling to 
fully align themselves with the customer- 
centric paradigm advocated by Drucker 
(1954). Furthermore, most organisations 
that profess to provide customer value are 
deceiving themselves (Allen, Reichheld, 
Hamilton & Markey, 2005). A survey by these 
authors revealed that 80% of participating 


organisations indicated that they believe 
that they delivered a superior experience to 
their customers. However, their customers, 
in turn, indicated that only 8% delivered 
on their expectations. This finding seems 
odd in view of the fact that organisations 
today are preoccupied with customers — 
how to acquire them, keep them, satisfy 
and delight them (Rigby & Bilodeau, 
2007). These observations rather suggest 
that organisations go after “bad profits’, 
destroying value in pursuit of long-term 
success (Cranage, 2004; Rigby & Bilodeau, 
2007; Ryals & Knox, 2005; Selden & Colvin, 
2003), “tormenting” rather than delighting 
them. Hence, Gummesson (2008b) and 
others (Gebauer, 2009; Wiersema, 1983) 
maintain that most organisations have never 
been successful in implementing customer 
service. Consequently, success in terms of 
happy customers resulting in profitability 
inevitably evades these organisations and 
the promise of customer service remains a 
theory rather than a practice. 


PURPOSE AND RESEARCH STRATEGY 
The purpose of this paper is to reflect on 
the status of customer service, while the 
objective is to stimulate debate in this area 
and to indicate possible future areas for 
research on this concept. 

This paper explores and reflects on the 
status of customer service in terms of theory 
and application by way of a synthesis review 
based on the approach described by Kirkevold 
(1997). This type of review integrates isolated 
information into a more comprehensive 
and internally consistent whole. It thus 
facilitates the integration of separate studies 
with different focuses and uses a variety of 
methodologies to provide a comprehensive 
account of the phenomenon being reviewed. 
This type of review is a powerful knowledge- 
development tool as it enables knowledge 
to be accumulated that goes beyond merely 
evaluating the strengths and weaknesses of 
existing knowledge to create a whole new 
and more informative understanding of the 
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phenomenon studied (Kirkevold, 1997). The 
literature in the field of customer service 
its application is becoming 
increasingly fragmented (see, for example, 
Gummesson, 2007:116). Furthermore, the 
focus is rather on services marketing and 
service quality as opposed to customer 
service per se. The former deflects attention 
from a holistic view, while encouraging 
fragmentation. As such, the synthesis review 
is deemed the most appropriate approach 
for this conceptual study. 


shows. that 


The search methods 


The literature search followed the typical 
format of a literature review in research 
(Babbie, 2007; Creswell, 2009). The search 
was done on recent literature, from 2005 
until 2010. In addition, original works of 
“evergreens” were included as significant 
sources indicated by recent publications. 
Original texts were consulted as_ they 
provide a_ verifiable history (Wrege, 
Greenwood & Hata, 1999). The databases 
searched were ProQuest, EBSCOHost, 
Emerald and SABINET, which enabled 
searches in many _ different journals. 
ProQuest (ABI/INFORM) searched more 
than 3. 000 periodicals, EBSCOHost 
(Business Source Complete) explored more 
than | 200 journals, Emerald investigated 
more than 200 journals and SABINET 
covered more than 800 journals. These 
databases are considered to be the leading 
databases in marketing. The _ search 
were “customer 
“customer loyalty”; “customer 
“customer service models”; “customer 
service strategy”; “customer relationship”; 
“customer relationship management”, 
“conceptualising customer service”; 
“customer satisfaction”; “conceptualising 


terms used service”; 


value”; 


customer satisfaction’; “competitive 
advantage”; ‘differentiation’; “customer 
centricity”, “service quality”, “customer 


experience” and “service excellence”. The 
following inclusion criteria for literature 
sources were applied: 


¢ The work reported on the concept of 
customer service and its dimensions, such 
as quality, value, satisfaction, loyalty and 
profitability. 

¢ The work reported on research in the area 
of customer service and its dimensions 
like value, quality, satisfaction, loyalty 
and profitability, including models and 
frameworks used in customer service and 
its dimensions. 

¢ The origin/history/evolution/development/ 
future of customer _- service and its 
dimensions. 

The 62 works not be all 

inclusive, but 

of customer service work 

various aspects, which will be dealt with 


reviewed may 
they do represent a range 
and cover 


in the literature review. Topics include the 
meaning of the terms in their contemporary 
subject matter-specific interpretation; the 
contributions of practitioners to academia, 
results for viewpoints 


and research 


adopted. 


CUSTOMER SERVICE THEORY 


This section briefly highlights the theory 
underpinning customer service _ starting 
with the definition of customer service 


and followed by the evolution of customer 
service, challenges in implementing 
customer service and an approach to 
interpreting and applying customer service 
holistically. 


Definition of customer service 


According to McGuinn (2009:57) there is no 
commonly accepted definition of customer 
service, despite its widespread use. This is 
clear from scrutinising the literature for a 
definition of customer service. The most 
commonly cited definition of customer 
service relates to an “exchange” — the 
customer gives money to obtain benefits 
organisation. Descriptions 
of customer service vary from “a key 
differentiator” (Voudouris, Owusu, Dorne & 


Lesaint, 2008:19; Rust & Chung, 2006:561; 


from the 
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Zeithamel & Bitner, 2000) to “a synonym 
for value” (Gummesson, 2007:117). 
Gr6nroos (1994:6) describes customer 
service aS a perspective encompassing 
the total, synchronised organisational 
system in rendering (quality) service to its 
customers in terms of their needs, wants 
and requirements. McGuinn (2009:58) also 
points out that some authors view customer 
service as a tool for achieving competitive 
advantage over rivals, andin other instances 
it is described as encompassing a number 
of activities, while others still allude to 
the benefits of customer service such as 
satisfaction, loyalty and profitability. Voon 
(2006:595) maintains that customer service 
is defined and developed from either a 
management or an employee perspective, 
rather than a customer perspective, without 
putting forward any specific definition. 
Helgesen (2006:246), on the other hand, 
maintains just the opposite — customer 
service is heavily focused on the customer, 
rather than the value the organisation 
obtains from these exchanges, again 
without specifically stating any definition. 
In some cases customer service is seen as 
an oversimplification to achieve customer 
satisfaction (Levesque, 2006, cited in 
Van der Wagen, 2008:16). Still others 
(Cravens & Piercy, 2002; Gronroos, 1994:6; 
Gummesson, 2007, 2008a & b; Heskett et 
al., 1994; Katcher, 2003:37; Krepapa et al. 
2003 :204; Kumar, Smart, Maddern & Maull, 
2008; Mayer et al., 2003:622; Newman, 
2001:127 & 8; Payne, et al., 2000:259-61; 
Pollack, 2009; Rust & Chung, 2006; Stuart 
& Tax, 1996:63; Swan et al., 2000:88) allude 
to the complexity of the notion. Some 
others (Castro, Armario, & Sanchez del Rio, 
2005; Cravens, 2006; Gummesson, 2007; 
Wiersema, 1983; Aaby & McGann, 1989) in 
essence question the strategic integration 
of customer service and its contribution to 
the direction of the organisation, despite its 
central role in the organisation’s success. 
From the literature review it transpires 
that customer service is a complex concept 


that is influenced by a host of broad variables 


such as contexts, expectations (both 
customers and employees), perceptions, 
customers, employees, communication, 


technology and enterprise architecture, 
and that is includes systems and processes, 
environments, physical resources and 
value, to mention a few. Each of these 
variables constituting customer service, 
in turn, is multifaceted in its own right 
(eg see the discussion on customer value 
by Khalifa, 2004). It is clear from the 
literature review that customer service is a 
multidimensional concept, which has not 
yet been adequately investigated. This raises 
the question whether customer service 
is adequately based in theory. Analytical 
models that are based in theory are more 
likely to be more selective and effective 
in allowing decisionmakers to identify 
the most critical elements in a situation 
and recognise how these elements relate 
to one another, in abstracting complexity 
(Grant, 2009). 

In order to gain a better understanding 
of customer service, it is necessary to 
attend to the development of this concept, 
which is presented next. 


Development of customer service 


Various authors (McGuinn, 2009; Shah 
et al, 2006) attend specifically to the 
development of customer service. In 
studying sources (Cravens & Piercy, 2002; 
Gummesson, 2007, 2008b; Mascarenhas, 
Kesavan & Bernacchi, 2006; McGuinn, 
2009; Payne & Frow, 2006; Pollack, 2009; 
Shah et al., 2006; Voss, Roth & Chase, 
2008) it is clear that customer service 
evolved from the marketing concept, with 
an emphasis on products, to a customer 
orientation, including relationships with 
customers especially in a services economy, 
entering the value proposition which 
refocused to customer centricity and most 
recently to providing a customer experience 
that involves and evokes’ emotions. 
The development of customer services 
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is reflected in three phases (McGuinn, 
2009:58). 

Customer service entered the marketing 
literature in the 1960s (Gunmmesson, 


2007:114), which represent the emerging 
phase of customer service (McGuinn, 
2009:58). At the time, manufacturing 


dominated the market with a consequent 
focus on products and scant attention 
being paid to the service accompanying 
the products (Gummesson, 2007; Rust & 
Chung, 2006). At the time it was argued that 
service, although coupled with products, is 
different from products and needs to be 
treated differently (see, for example, Shah et 
al., 2006). Literature on the topic was scant 
and emergent (Gummesson, 2007; Rust & 
Chung, 2006; McGuinn, 2009). Pioneering 
authors included Drucker (1954), Kotler 
(1967) and Levitt (1960). The realisation 
was that the product is important, but the 
satisfaction of the customer in consuming 
the product is equally important (Shah et 
al., 2006:115). 

By 1980 customer service development 
had entered the second phase and lasted 
until 2000 (McGuinn, 2009:58). This 
period witnessed a marked increase in 
the literature about customer service 
(Gummesson, 2007; Rust & Chung, 
2006; McGuinn, 2009). Topics addressed 
included customer 
satisfaction, loyalty, 
quality, customer relationship, 
orientation and market driven (see Shah 
et al., 2006) and competitive advantage. 
Some contributions may have included 
the financial impact of the new marketing 
(see Rust & Chung, 2006:562). The role of 
technology in delivering customer service 
was also highlighted in this period as well 
as internal marketing (McGuinn, 2009). In 
addition, the importance of employees for 
customer service came under scrutiny in 
this phase (Payne, et al., 2000:259-261). 
Contributors included Carson and Gilmore 
(1989), Grénroos (1994), Heskett et al. 
(1994), Lovelock (1988), Oliver (1980) and 


care, customer 


customer service 


market 


Parasuraman, Zeithamel & Berry (1985) 
to mention a few. During this phase it 
seems that dimensions of the concept of 
customer service were increasingly applied 
in a fragmented, rather than a holistic, 
way. 

The third phase of 
development started in 2000 (McGuinn, 
2009). McGuinn (2009:60) refers to this 
era as “authenticating” customer service. 
In scrutinising the literature (see, for 
example, Gummesson, 2007; 2008b; Shah 
et al., 2006; Svensson, 2004; Zineldin & 
Bredenlow, 2001) it seems as if scholars 
had realised that customer service was not 
delivering on its promise of success. In 
examining the literature there appears to be 
two main streams of thought contributing 
to the realisation of customer service. The 


customer service 


one focuses on improving and refining 
the different dimensions of the concept 
of customer service independently, such 


as planning, delivering and monitoring 
customer service with due attention to 
the emotional experience of the customer 
(Cranage, 2004; Katcher, 2003; Krepappa et 
al., 2003; Lasser, Manolis & Winsor, 2000; 
Payne et al., 2000; Mascarenhas, et al., 
2006; Mayer et al., 2003; Newman, 2001; 
Swan et al., 2000; Voss et al., 2008). The 
other stream focuses on value creation, 
involving broader dimensions — either the 
customer or the organisational perspective 
or both (Gummesson, 2007; 2008b; Payne 
& Frow, 2006; Shah et al., 2006). 

The third phase of customer service seems 
to return to the original roots of the theory 
as proposed by, inter alia, Drucker (1954) 
and Grénroos (1994) who addressed the 
concept holistically in terms of the total, 
integrated system. 


Challenges 

A number of challenges hamper the 
implementation of customer service. These 
include the nature and scope of the concept/ 
construct of customer service that have not 


been adequately investigated (Gummesson, 
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2008b; Svensson, 2004); the concept is 
treated in isolation instead of holistically 
(Gummesson, 2007; 2008b; Zineldin & 
Bredenlow, 2001:484); promoting either a 
customer or organisational perspective and/ 
or a product versus service orientation (see, 
for example, Gebauer, 2009; Gummesson, 
2007; Shah et al., 2006); focusing on value 
offered to the client or the organisation, 
instead of a balanced view (Gummesson, 


2007, 2008b); lack of guidance to 
organisations (Blose &  Tankersley, 
2004); weaknesses in “management 
tools” (ncluding enterprise architecture) 
advocated to assist in implementing 


customer service (Newman, 2001; Payne et 
al., 2000); inadequate intelligence (Katcher, 
2003); separation between “management” 
and “marketing” (Krepappa et al., 2003; 
Mayer et al., 2003; Meers, 2007; Newman, 
2001; Payne & Frow, 2005, 2006; Shah et 
al., 2006; Swan et al., 2000, Tyler & Stanley, 
2001, Stuart & Tax, 1996). 

The nature of customer service lends itself 
to becoming a vicious circle of continuous 
improvement. Once excellence is provided 


customers need an improvement, 
which the organisation strives to meet 
proactively. At the same time costs are 


deliver better and _ faster, 
resulting in more demanding customers. 
In the end, customer orientation becomes 
a commodity and competitive advantage is 
eroded (Gummeson, 2008b). 

The scope of customer service per se also 
presents a challenge to the implementation of 
customer service. There is general agreement 
in the literature that customer service is a 
multidimensional concept; however, debates 
persist on the number and types of dimension 
(Svennson, 2004: Pollack, 2009) that should 
be considered in its implementation. 
Ill-explained linkages between dimensions 
compound the problem of customer service 
implementation (Gummesson, 2008b). 
Organisations are thus confronted with 
ambiguity in deciding on which dimension(s) 
to concentrate their efforts. 


incurred to 


The challenge is further exacerbated by 
an “either product or service” focus, which 
constrains the implementation of optimal 
customer service, as these perspectives are 
mutually exclusive. The one would benefit 
the organisation to the detriment of the 
customer and vice versa. 

Further challenges include the “human 
factor” whether this relates to customers or 
employees and their complex psychologies 
that cannot be captured in any model to 
warrant exact prediction. 

And _ finally, when everyone thought 
that they had succeeded, the dynamic 
environment changes unexpectedly, 
upsetting the whole equation. 

These challenges show 
concept of customer service 
reconsidered, both from an academic and 
a practitioner view. A consideration that 
needs to be considered is what Gummesson 
(2007; 2008b) describes as a “balanced” 
stakeholder view. In essence, this balanced 
stakeholder view corresponds to the view 
of Drucker (1954): customer service should 
permeate all areas of the enterprise to ensure 
that both the customer and economic 
performance are satisfied. As such, a 
holistic approach balancing all stakeholder 
interests, as advocated by Gummesson 
(2007, 2008 a & b), is appropriate. A brief 
exposition of customer service as a “holistic 
and balanced” approach is presented next. 


that the 
needs to be 


A holistic and balanced approach to 
customer service 


The theory presented demonstrates that 


customers are central to organisations 
and that customer service is the vehicle 
for ensuring competitive advantage, 


culminating in organisational performance, 
including profitability. As such research 
has shown a positive correlation between 
satisfied customers and_ organisational 
performance, both in terms of efficiencies 
and financial performance (Duncan & 
Elliot, 2004; Helgesen et al., 2006; Heskett 
et al., 1994; Selden & Colvin, 2003), the 


Customer service: Quo vadis? 57 





further advocates a 
holistic or balanced approach to achieving 
organisational performance (Gummesson, 
2007). 

It is argued that the starting point for this 
balanced approach is the corporate strategy 
of an organisation — that is, beginning 
with the purpose of the organisation as 
manifest in the direction-setting task 
(vision, mission, values and principles) that 
cascades down the different hierarchical 
levels to a customer strategy. To succeed 
in aligning and integrating the strategy at 
the different hierarchical levels an intimate 
knowledge of the business, both inside and 
out, is required. This includes a knowledge 
of the arenas to compete in, what do 
customer consider as value and how does 
the organisation compare with competitors 
in offering customer value in the chosen 
arena(s)? What will it take in terms of assets, 


theory presented 


Figure 1 
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resources, processes, systems, structures, 
skills, competencies and the like to provide 
customer service in the chosen arenas? Will 
it be possible and worthwhile to provide 
customer service in the chosen arenas? 
To ease conceptualisation the holistic and 
balanced approach is graphically illustrated 
in Figure | below. 

Figure 
circle 
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context 
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presents a specific 
changes over 
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encapsulates the variables that 
on customer service at 
Variables embedded in the environment, 
the technology, 
political/legal, do not receive significant 
attention in the literature, although they 
have a significant impact on 


such as economy, 


customer 
service. These variables affect the primary 
relationship between the customer and the 
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organisation and manifest as organisational 
strategy. Given the dynamic nature of the 
environment, it goes without saying that 
organisational strategy evolves and adapts 
with changing conditions. So too does 
the competitive advantage that underpins 
the strategy, which in effect anchors 
customers and organisations. Customer 
needs and wants change over time as does 
the organisation in terms of management/ 
leadership — if not the people then their 
views, enterprise architecture (including 
structures, processes, procedures, people in 
terms of skills and experience), behaviour 
of staff, performance (which depends to a 
great degree on metrics) and consequences, 
which all facilitate (or hamper) strategy 
execution. The graphic presentation of 
customer service provides an illustration 
of the complexity of customer service. It 
also serves as a framework to indicate that 
customer service is a trade-off — what to do 
and what not to do to benefit the whole 
system in the long term. Given the host of 
variables to consider in customer service, 
it stands to reason that it is no easy task 
to integrate all the parts in a consistent 
whole. Yet it is not impossible to master 
this daunting task as is evidenced by 
organisations that have been in existence 
for more than a century. These include 
British American Tobacco, Coca-Cola, 
Nestlé, Phillips and Siemens to mention a 
few — suggesting an intimate knowledge of 
the (total) business. 


CONCLUSIONS AND 
RECOMMENDATIONS 


Customer 
organisations since the view was expressed 
almost five decades ago that the customer 
is central to the organisation, and success 
is manifested in economic performance. 
Various reasons exist for this state of affairs. 
One is the inability of most organisations 
to strike a balance between conflicting 
stakeholder demands and the integration 
of the right variables in the right amount 


service has evaded most 


in providing customer service. On the 
other hand, the organisations that have 
succeeded in providing customer service 
have reaped the benefits of organisational 
performance (inter alia financial prosperity) 
and loyal customers. 

Long-term success is key to implementing 
customer service. This is a daunting task, in 
view of the various stakeholders and their 
conflicting demands. Stakeholders include 
customers, employees, intermediaries, 
governments and their policies and 
regulations, shareholders and society to 
mention just a few. This is compounded 
by the challenging task of integrating a 
number of multifacetted variables, which 
are dynamic in nature, while balancing 
stakeholder demands. 

The balanced view of customer service is 
nothing new. It did not arriveon the scene 
in the third phase of customer service 
development in search of authenticating 
customer service, but has been advocated 
since the advent of customer service in the 
1960s. However, this 
popular in the literature. 

Perhaps the complexity of customer 
service in itself explains the elusive 
successfully implementing 
customer service in most organisations. 
charged with the 
responsibility of providing guidance to 
practitioners in this regard. In recent 
years the literature on customer service 
has increased exponentially, yet seems 
to have failed to deliver on its promise 
of organisational success. A_ possible 
explanation is that, in an effort to deal 
with the complexity, some academics 
have lost sight of the dimensions to be 
included, leading to an oversimplified, 
one-sided “equation”. As such a 
different approach is required to ensure 
coping with complexity in a way that 
assures the successful implementation of 
customer service, like using models that 
are based in theory. This needs further 
investigation. 


not been 


view has 


nature of 


Academics are 
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aBSTRaCT 


Companies can acquire customers through costly but fast-acting marketing investments or 
through slower but cheaper word-of-mouth processes. Their long-term success depends} 
critically on the contribution of each acquired customer to overall customer equity. The: 
authors propose and test an empirical model that captures these long-term effects. Ani 
application to a Web hosting company reveals that marketing induced customers add! 


term value to the firm. The authors illustrate their findings with some dynamic simulations | 


of the long-term 


Keywords: customer equity, customer acquisition, word of mouth, customer lifetime value, 


resource allocation 


Customers valuable assets for the 
firm, but they can be costly to acquire 
and retain. Customers’ differences in the 
course of their relationship with the firm 
are reflected in their contributions to the 
firm value throughout their tenure. To the 
extent that different acquisition strategies 
bring different “qualities” of customers, the 
acquisition efforthas an important influence 


are 


i) 

i) 

i) 

more short-term value, but word-of-mouth customers add nearly twice as much long-; 
i) 

i) 

H impact of different resource allocations for acquisition marketing. 
I 

I 

i) 


on the long-term profitability of the firm. 
Indeed, both practitioners and_ scholars 
have emphasized that firms should spend 
not to acquire just any customer but rather 
the “right” kind of customer (Blattberg 
and Deighton 1996; Blattberg, Getz, and 
Thomas 2001; Hansotia and Wang 1997; 
Reichheld 1993). Therefore, the 
acquisition process plays an 


customer 
important 
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role in the newly emerging paradigm of 
customer equity.' The acquisition process 
is particularly important for start-ups and 
for firms competing in growth markets. For 
such firms, acquisition spending is the most 
important expense in the marketing budget. 
In this scenario, the firm could have an 
illusion of profitable growth when instead it 
is actually acquiring unprofitable customers. 
This occurred for many Internet start-ups 
that spent aggressively on acquisition in 
an effort to maximize “eyeballs,” with the 
hope of locking in customer revenue later. 
However, that revenue never materialized 
for many companies, either because their 
value proposition was not compelling 
enough or because the underlying linkage 
between acquisition spending and long- 
term profitability was poorly understood 
(Reinartz, Thomas, and Kumar 2005). 

To grow their businesses, companies 
acquire customers in various ways, including 
marketing actions, such as broadcast media 
and direct mail (ie., marketing-induced 
[MKT] customer acquisition), and more 
spontaneous referrals alike (i.e., word-of- 
mouth [WOM] customer acquisition). The 
purpose of this article is to investigate the 
impact of MKT versus WOM — customer 
acquisition on the growth of customer 
equity (i.e., the long-term firm value). 
Because customers acquired through 
different channels are expected to generate 
different value (Lewis 2006), we examine 
the difference of long-term contributions of 
customers acquired through MKT methods 
and WOM. In particular, the latter has 
recently gained more attention from both 
managers and academics (e.g., Godes and 
Mayzlin 2004). Similarly, “the connected 
customer” has emerged as the overarching 


theme of the Marketing Science Institute’s 
(2006) “2006—2008 Research Priorities”. 


We believe that whenever possible, 
acquisition effectiveness should be 
measured not by “soft” metrics of 


communication effectiveness (e.g., brand 
awareness) but rather by “hard” metrics 
of profitability (Greyser and Root 1999).? 
We operationalize such a hard metric by 
measuring the effectiveness of acquisition 
methods with respect to their long-term 
financial contributions to the firm in 
the form of customer equity. Each time 
a customer is acquired, customer equity 
increases through several effects. First, the 
customer adds a stream of future cash flows 
generated through his or her relationship 
with the firm. Second, the customer may 
generate WOM (positive or negative) and 
act as a salesperson for the firm. Thus, it is 
possible for a firm to assign the profitability 
of future customers acquired through 
WOM (ie., direct network effect). Finally, 
by contributing to the firm’s performance, 
a new customer may improve the future 
acquisition process in both channels (i.e., 
indirect network effect). Thus, we measure 
not only the expected customer’s value in 
and of itself but also the customer’s net 
contribution to the growth of customer 
equity. This customer equity contribution 
is not directly observable and should be 
captured by a statistical model capable 
of tackling the complex interactions 
among the variables of interest. We use 
the vector autoregression (VAR) modelling 
methodology to develop such a metric. 
The VAR method is a system’s approach in 
which each variable is treated as potentially 
endogenous. If a sufficient number of time- 
series data are available, VAR parameters 


For a general discussion of the customer equity concept, we refer to Blattberg, Getz, and Thomas (2001) 


and Rust, Lemon, and Zeithaml (2004). Although there are various definitions of customer equity, we 


define it here as the sum of all existing and expected CLVs. 


By “acquisition effectiveness,” we do not mean the success rate of marketing actions in attracting 


customers but rather these customers’ contribution to the firm’s value after acquisition. We discuss this 


conceptual difference in greater detail in the “Research Development” section. 
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are estimated, and the long-term effect of 
an unexpected shock in one variable on 
the other variables in the system may be 
derived. To date, VAR models have been 
used in various marketing-mix settings (for 
a review of this approach, see Dekimpe and 
Hanssens 2004). 


We organize the rest of this article as 
follows: First, we compare the two major 
different customer acquisition vehicles 


(i.e. MKT and WOM acquisition) and 
investigate the short-term and long-term 
differences in their impact on customer 
equity. Second, we propose an econometric 
timeseries model to estimate the long- 
term effect of a customer acquisition on 
the performance of the company. Third, 
we provide an empirical illustration using 
data from an Internet start-up. Fourth, 
we validate our results with cohort-level 
analysis and customer-base analysis using 
disaggregated data. Fifth, we examine the 
managerial implications of the proposed 
methodology by a numerical simulation. 
Finally, we present our conclusions and 
suggest an agenda for further research. 


ReSeaRCH DeVeLOPMenT 


In its simplest form, MKT acquisition is a 
fast but expensive method, whereas WOM 
acquisition is slow but cheap. We first 
contrast these two acquisition methods 
and then discuss metrics to gauge their 
effectiveness. 


Customer Acquisition Methods 
Firms use 
activities to 
including mass 


various types of marketing 
acquire new customers, 

media (e.g., television 
advertising) and more personalized 
contacts (e.g., e-mails, promotion calls). 
For many firms, marketing spending 
on acquiring customers represents an 
important expense, and it is widely 
known that the acquisition process has 
an important effect on future retention 
probability (Thomas 2001). 
have also investigated the 


Researchers 
effectiveness 


of different marketing communication 
channels and have provided models to 
allocate the acquisition budget for future 
profitability (e.g., Reinartz, Thomas, and 
Kumar 2005). Conversely, customers can 
also be acquired spontaneously from WOM 
communications, newspaper articles, 
user reviews, or Internet search results. 
An increasing number of firms encourage 
WOM with or without monetary incentives. 
For example, BMG Music Service not only 
spends on online ad banners and direct 
mail but also gives referral incentives (in 
the form of free CDs) to existing customers 
to increase the buzz level. Netflix, an online 
DVD rental firm, encourages __ referrals 
without any monetary incentive. Although 
these types of customer acquisition are 
less controlled by the firm, they may be 
more likely to succeed, for various reasons. 
First, these communications have greater 
credibility than conventional marketing 
activities that are designed and implemented 
by the firm. For example, it has been 
suggested that WOM communications 
are more persuasive than 
advertising (Brown and Reingen 1987; 
Herr, Kardes, and Kim 1991). Second, 
contingent persuasion knowledge theory 
(Friestad and Wright 1994, 1995) suggests 
that customers realize that the main goal of 
MKT communications is to influence their 
beliefs and/or attitudes about the firm and 
therefore cope with these attempts. Third, 
because these communications can spread 
with less support from the firm’s marketing 
resources, the firm can enjoy larger financial 
gains from customer acquisition. 


conventional 


Measuring Acquisition Effectiveness 

In this research, we develop a metric that 
links customer acquisition to long-term 
profitability by measuring the impact of a 
single customer acquisition on the firm’s 
value. Our model investigates the difference 
between customer cohorts at the acquisition 
channel level. Previous work has assumed 
that customers are homogeneous in their 
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Figure 1: Customer acquisition and value generation 
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Notes: The effectiveness of marketing efforts on customer acquisition can be measured by an 


acquisition response function in the customer acquisition stage, but this article focuses on a 


value-generating function that can measure the impact of new customer acquisition on the 


subsequent value-generating stage. 


expected future value 
and Deighton 1996) or longitudinally 
heterogeneous depending only on _ the 
period of acquisition (e.g., Gupta, Lehmann, 
and Stuart 2004). We investigate how 
different types of acquisition contribute to 
the firm’s customer equity in both the short 
run and the long run. Although we focus 
our analysis on the difference between 
MKT and WOM _ customer acquisition, 
our methodology can be applied to any 
particular acquisition media. This difference 
has important implications for optimal 
resource allocation because firms want to 
allocate their limited acquisition budget to 
maximize customer equity and, therefore, 
shareholder value. 


(e.g.,  Blattberg 


Recent work on customer equity has 
studied the link between acquisition and 
profitability. For example, Lewis (2006) finds 
that promotionally acquired customers 
have lower repurchase rates and smaller 
customer lifetime values (CLVs). He offers 
empirical illustrations of this phenomenon 


for the customer base of a newspaper and 
an online grocer. Reinartz, Thomas, and 
Kumar (2005) develop a model to allocate 
acquisition and_ retention resources 
optimally for long-term profitability. The 
CLV metric has also been used in a model for 
customer selection and resource allocation 
(Venkatesan and Kumar 2004). Venkatesan 
and Kumar (2004) develop a panel-based 
stochastic model that predicts purchase 
frequency and contribution margin at 
the customer level. In their illustration, 
when customers are selected for contacts 
using the proposed model, the company 
generates 83% more long-term profitability 
than when it uses its previous allocation 
method. 

Our work fits into this emerging literature 
that connects acquisition to longterm 
performance. Specifically, we develop a 
metric that assesses the impact of a new 
customer on the growth of total customer 
equity of the firm. This metric can be 
interpreted as a customer equity elasticity 
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rather than the lifetime value of a newly 
acquired customer (as in Venkatesan and 
Kumar 2004). Indeed, the conventional 
CLV metric may underestimate the value 
of a new customer acquisition because it 
excludes network effects, such as WOM 
communications generated by a newly 
acquired customer throughout his or her 
lifetime. Traditional deterministic models 
cannot capture these effects either because 
they are not directly observable. Note that 
we do not model the firm’s marketing 


actions (e.g., advertising expenditures, 


price promotions); instead, we focus on 
measuring how much new — customers 
acquired through different acquisition 


channels contribute to both present and 
future firm performance. 

We call this function that links newly 
acquired customers’ contributions to the 
firm’s customer equity growth “the value- 
generating function.” In _ contrast, we 
call the interactions between marketing 
spending and the number of acquisitions 
“the acquisition response function” (see 
Figure 1). If complete matching records 
of marketing spending, acquisition, and 
the customer’s contribution to the firm 
value are available, the two functions may 
be combined into one extended model. 
However, the 
the value-generating process by modeling 
the interactions between new customer 
acquisition and the growth of firm value. 


current article focuses on 


MeTHODOLOGy 


Linking Customer Acquisition and Long- 
Term Performance 

The acquisition process and its link to 
firm performance should be examined as a 
complex system in which many interactions 
could take place over time. When 
computing the marginal contribution of 
one new customer on customer equity, it 
is important to measure not only his or 
her expected value but also all the indirect 
influences of this acquisition on the firm’s 
performance. This dynamic interaction 
is particularly important in capturing the 


impact of WOM acquisition because WOM is 
both an outcome of prior firm performance 
and a driver of future performance (Godes 
and Mayzlin 2004). We propose a VAR 
model to investigate these interactions, 
which we characterize as follows: 

effects of acquisition on the 
performance of the firm. We measure 
the impact of a person being acquired 
through a given acquisition channel on 
the firm’s future performance. 

* Cross-effects between two types of customer 
acquisition. We investigate how the 
MKT customer acquisition affects future 
acquisitions generated through WOM, 
and vice versa. 

¢ Feedback effects. The 
performance may affect future customer 


¢ Direct 


firm’s current 
acquisition. For example, a sales increase 
in one period may increase the number 
of acquired customers in subsequent 
periods. This will occur, for example, 
when the sales increase raises the firm’s 
reputation so that the same marketing 
budget is now able to acquire more 
customers. 

effects. Both 
performance and customer acquisitions 
may have a reflexive future effect. For 
increase in the number 


¢ Reinforcement firm 


example, an 
of customers acquired through WOM 
might have an effect on future WOM 
acquisitions because these customers may 
generate more referrals than customers 
acquired through marketing. 


By combining these cross-, feedback, and 
reinforcement effects, the proposed model 
can capture the network effect of new 
customer acquisition on customer equity 
growth. We use the following three-variable 
VAR system to capture the aforementioned 


dynamic interrelationships: 














MKT e nile !e! e@! || MKT 
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where MKT stands for the number of 
customers acquired through the 
marketing actions, WOM 
number of customers acquired through 
word of mouth, and VALUE is the 
performance. The subscript t stands for 
time, and p is the lag order of the model. 
For this VAR model, where (e,, €,, €,,) are 
white-noise disturbances distributed as 


firm’s 
stands for the 


firm’s 


N(O,>), the direct effects are captured by 
a,,,a,,; the cross-effects are captured by 
a, a,,; the feedback effects are captured 
by a,, a,,; and the reinforcement effects 


are captured by a,,, a, a 
include additional 
(e.g., a deterministic trend) and impose 


restrictions on 


ny» 8; We could 
exogenous. variables 


some of these parameters 
if there were an a priori reason for doing 
so. Instantaneous effects are not included 
directly in this VAR, but they are reflected 
in the variance—covariance matrix of the 
residuals (>). 


Impulse Response Functions and Customer 
Equity 

The dynamic impact of interest is captured 
by impulse response functions (IRFs) that 
trace the present and future response of a 
variable to an unexpected shock in another 
variable. Although VAR models and IRFs 
have been introduced to the marketing 
literature in a marketing-mix context (e.g., 
Bronnenberg, Mahajan, and Vanhonacker 
2000; Dekimpe and Hanssens 1995a; Nijs 
et al. 2001), we use them to assess how 
one unexpected customer acquisition 
affects customer equity over time. To the 
best of our knowledge, this is the first 
use of the VAR method to measure the 


contribution of newly acquired customers 
to firm value. 


eMPIRICaL ILLuSTRaTIOn 


Data Description 


We study an Internet firm that provided 
free Web hosting to registered users during a 
70-week observation period. At the time of 
registration, people provided a demographic 
profile and responded to the question, “How 
did you hear about our company?” followed 


by a list of several acquisition channels. 
3 


Because this particular firm did not allow 
for multiple responses in this question, we 
study the predominant channels that bring 
a customer to the firm. These channels are 
classified as MKT or as WOM acquisition 
channels. The MKT acquisition channel 
includes online ad banner, television, radio, 
Magazine or newspaper advertisement, 
e-mail links, and direct mail. 

The WOM acquisition channel includes 
links from other Web sites, magazine or 
newspaper articles, referrals from friends 
or colleagues, referrals from professional 
organizations or associations, and referrals 
from search engines.* We discarded a 
small number of registrants who indicated 
“other” as their acquisition channel 
from this analysis. Other demographic 
variables were also collected at the time of 
registration, such as a business type (e.g., 
retailers), country of origin, and number 
of employees. After people registered, 
their unique behavior was tracked as they 
logged in to use the firm’s services (e.g., 
changing the content or appearance of the 
Web site, checking on the number of site 


A limitation of these data is that they were self-reported, and as such, the order in which the list appeared 


or the ease with which they come to mind could have an effect on customer responses. 


The classification between MKT and WOM customer acquisition channels may be different across firms 


and industries. For example, we do not argue that search engines should always be categorized as a 


WOM channel. They may be categorized as a MKT channel depending on a firm’s marketing activities. 


Because the data-providing company did not spend any money on search engines, we categorized search 


engines as a WOM channel. 
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Table 1: Descriptive statistics 





Series M Maximum Minimum SD 

MKT acquisition 625 1268 72 272.6 
WOM acquisition 1526 2758 170 608.7 
Number of log-ins (value) 8895 15.842 1183 3997.4 
Percentage of U.S customers (RC) 78 85 .68 04 
Percentage of retailers (RB) .20 .26 15 .03 
Percentage of firms wih more 92 94 86 .01 


than four employees (RE) 





visits). From these records, we calculate the 
weekly number of log-ins and the number 
of registrations per acquisition channel.> 
Table 1 shows some descriptive statistics, 
and Figure 2 presents the time series of 
these variables. 


Specifying and the Value- 


Generating Function 


Testing 


We use the number of log-ins as a proxy 
for the firm’s performance (i.e, WALUE) 
in Equation 1, given the characteristics of 
this business. Most  free-service Internet 
companies generate advertising revenue 
through log-ins or clickthroughs. Therefore, 
high log-in intensity provides the firm with 
more revenue. Furthermore, we expect that 
the intensity of log-in behavior is highly 
correlated with customers’ perceived 
service and, therefore, their 
willingness to subscribe to the fee-based 
service. Indeed, regular users are already 
familiar with the site and thus perceive 
higher switching costs that lead to consumer 
lock-in (Zauberman 2003). 

In addition, high log-in intensity may 
cause customers to be committed and even 
emotionally attached to the site, which leads 
to higher willingness to pay (Thomson, 
MacInnis, and Park 2005). We test the 


value of the 


validity of our log-in proxy by studying the 
relationship between customer usage levels 
of a free service and the willingness to pay 
when the service becomes fee based. During 
the observation period, customers were 
not charged for the Web-hosting service 
and did not know that the firm intended 
to change that policy. Two weeks after the 
end of our observation period, the firm 
announced by email that in two months, 
users would either agree to pay subscription 
fees for different service levels or face the 
termination of their accounts. We obtained 
data on the customers who declined the fee 
for service and the ones who paid fees for at 
least one year after the regime switch. We 
test the hypothesis that free-usage levels are 
an indication of inherent customer utility 
for the service and, therefore, that they 
predict subsequent willingness to pay. 

A binary logit model supports our 
hypothesis of a significant, positive effect 
of a customer’s log-in activity on his or her 
subsequent willingness to pay (see Table 2). 
As a result, customers with a higher level of 
log-in activity are expected to have higher 
conversion rates to a fee-based service. ° 

On the basis of the preceding analysis, 
we construct three endogenous variables in 
the VAR system: 


We count only the unique log-ins a customer makes in a certain week. 


We also test the relative predictive strength of customer usage levels by estimating a logit model with and 


without the demographic covariates. The model with demographic covariates correctly classifies 90.8% 


of defectors and 86.5% of paying customers. The model without demographics correctly classifies 90.5% 


of defectors and 84.5% of paying customers. In addition, a model with only demographic variables as 


covariates correctly classifies 75.9% of the defectors but only 59.0% of the future buyers. Thus, log-in 


activity, not customer demographics, is the leading indicator of subsequent willingness to pay. 
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Figure 2: Time series of customer acquisition and number of log-ins 


A: Number of Customers Acquired Through MKT Channels 
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B: Number of Customers Acquired Through WOM Channels 
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¢ MKTt: the number of new registrations 
at time t resulting from marketing 
activities; 

* WOMt: the number of new registrations 
at time t from word of mouth; and 

¢ VALUEt: the total number of binary 
log-ins at time t. 


We also include other covariates in the 

model to control for the potential effect 

of a different profile of customers on the 

relationship between log-in activity and 

customer acquisition: 

¢ RCt: the percentage of U.S.-based 
customers among the new registrants at 
time t; 

¢ RBt: the percentage of retailers among 
the new registrants at time t; and 

° RE: the percentage of firms with more 
than four employees among. the 
registrants at time t. 


new 


Table 2: Factors influencing customer conversion 


VAR Estimation 

The VAR estimation begins with a unit 
root test to determine whether the 
is evolving or stationary (for a detailed 


series 


explanation, see Dekimpe and Hanssens 
1995b). We use the augmented Dickey— 
Fuller (ADF) unit root test with the null 
hypothesis of unit root. We apply the 
iterative procedure that Enders (2004, 
pp. 181-83) proposes to decide whether 
to include a deterministic trend in the 
test. Because it has been argued that 
conventional unit root tests (e.g., ADF) 
tend to underreject the null of unit root, 
we validate our results with the KPSS test 
(Kwiatkowski et al. 1992), which uses the 
null of stationarity. The ADF test statistics 
have values from -4.07 to -4.89, all of 
which are above the 5% critical value. The 
KPSS statistics vary from .08 to .11, all of 
which are below the critical value. Thus, we 








Total population Choice-Based Sample 
(N = 93,119) (N = 2130) 
Estimate (SE) Estimate (SE) 

Intercept -9.713 (579)** -5.120 (.730)** 
Intercept (revised) -9.547 

Number of log-ins 281 (.006)** 3.24 (.013)** 
Time trend -.013 (.002)** -.020 (.005)** 
Retailer .763 (.069)** .807 (.152)** 
U.S. based 3.440 (.565) ** 3.207 (.690)** 
Number of employees -.107 (.051)* -.179 (.089)* 
-2 log-likelihood 7194 1287 





*Significant at the 5% level. 


**Significant at the 1% level. 


Notes: Dependent variable: | if a customer agrees to pay for the service and 0 if otherwise. Independent 


variables: number of log-ins (total binary log-ins during the first 20 weeks of a relationship), time trend 


(week in which the customer registered), retailer (1 if retailer and 0 if otherwise), U.S. based (1 if U.S.- 


based customer and 0 if otherwise), and number of employees. Because the total conversion rate is low 


(1.1%, we estimate the model with a full sample of customers and with a choice-based sampling method 


that balances the number of paying customers and defectors. Because the latter technique does not yield 


consistent maximum-likelihood estimates of the intercept, following Manski and Lerman (1977), we adjust 


the estimated intercepts for each alternative. (For further information, see the Web Appendix at http:// 


www.marketingpower.com/jmrfeb08.) 
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Table 3: Unit root test results 


ADF (H.: Unit root) 


KPSS (H,: Stationary) 








Series Test 5% Critical Unit Root Test 5% Critical Unit Root 
statistic value statistic value 

MKT acquisition -4.89 -3.48 No 114 15 No 

WOM acauisition -4.07 -3.48 No .08 15 No 

Number of Log-ins (value) -4.34 -3.48 No .09 15 No 





can reject the null hypothesis of a unit root 
using the ADF test, but we cannot reject the 
null hypothesis of stationarity using the 
KPSS test (see Table 3). Because all variables 
are found to be stationary, we proceed to 
estimate the VAR in level form, adding five 
exogenous variables: a deterministic trend 
t, a dummy variable d, RC, RB, and RE. The 
deterministic trend variable captures the 
natural growth observed in the Internet 
market. We include the dummy variable to 
control for outliers.’ Finally, the variables 
that add demographic information enable 
us to control for the potential effects of 
different profiles of customers on_ the 
results. We also estimated a model without 
demographics, but both the log-likelihood 
and the Akaike information criterion 
were smaller under the model with 
demographics, so we conclude that the 
model with demographics has a better fit. 
We find the optimal lag length to be one, 
using Schwartz’ criterion. We also test the 
possibility of different lags across variables 
by parameter restrictions and seemingly 
unrelated regression estimators. However, 
a log-likelihood ratio test confirms that 
the restrictions do not improve the model 
performance at the 5% significance level. 
Therefore, we assume that all endogenous 
variables in the VAR model have the same 
lag lengths. In addition, we test for residual 
autocorrelation with the Portmanteau 
(Liitkepohl 1993) and find that the 
null hypothesis of white noise cannot be 
rejected. The estimation results appear in 
Table 4, and the IRFs for two focal effects 


test 


7 


experienced server problems. 


(i.e., direct effects and WOM effects) appear 
in Figure 3. Note that we use orthogonalized 
IRFs, given a contemporaneous ordering of 
the variables, such that MKT acquisitions 
affect WOM acquisitions, which together 
then affect log-in activity. 


Value Creation: Direct Effects 

The total effect 
unexpected acquisition on the 
performance, defined as the total number 


IRFs measure the of an 


firm’s 


of log-ins over time. The effect includes not 
only a new customer’s own log-in activity 
but also the log-in activity of others (e.g., by 
encouraging friends to use different service 
features). The IRFs show that customers 
acquired through marketing contribute 
more to the firm’s performance in the 
short run than customers acquired through 
WOM; namely, the former generates 
approximately 3.35 log-ins during the first 
week, and the latter generates only 2.82 
log-ins. Note that the short-term effect of 
MKT on VALUE includes the indirect effect 
through WOM. Given our causal ordering 
in calculating instantaneous responses for 
the IRFs, MKT can contemporaneously 
affect WOM, but not vice versa. 

Therefore, the 3.35 log-ins due to MKT 
customer acquisition during the first week 
originate as follows: 1 log-in from the 
acquired customer, 1.06 log-ins from buzz 
generation during the first week (buzz 
effects), and 1.29 incremental log-ins from 
the existing pool of customers. However, 
this not directly 
translate We 


short-term effect does 


into long-term behavior. 


According to company representatives, these outliers occurred in a few weeks in which the firm 
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Table 4: vAR model estimation results 








Equation 1: Equation 2 Equation 3 
MKT_Aguisition WOM Aauisition Number of Log-ins 

Estimate (SE) Estimate (SE) Estimate (SE) 
Lagged 32 (.17)* ~4 (.22)* -1.31 (.74)* 
MKT 
aquisition 
Lagged .03 (.21) -9 (.28)*** 1.71 (.94)* 
WOM 
aquisition 
Lagged -.01 (.06) =05 (.08) -.24 (.26) 
number of 
log-ins 
Intercept 1696.42 (1828.90) 2386.34 (2404.08) 11.497.56 (8072.60) 
Determin- 4.31 (7.29) 12.83 (9.58) 109.12 (32.17)*** 
istic trend 
Percentage 3952.88 (1166.39)*** — (3838.93)** (15,33.22)** 15,256.15 (5148.36)*** 
of U.S. 
customers 
Percentage -5065.28 (1541.51)*** -5721.79 (2026.31)*** —_-14,015.99 (6804.11)** 
of retailers 
Percentage -3823.34 (2340.96) -4305.66 (3075.87) -.22,329.33 (10,328.40)** 
of large 
firms 
R? 55 84 .96 
F-statistic 9.14 40.75 177.45 
Log-likelihood: -1,431.72, Akaike information criterion: 41.68, Schwartz critesion: 42.55 





*Significant at the 10% level. 
** Significant at the 5% level. 
*** Significant at the 1% level. 


calculate the accumulated IRFs and find 
that the cumulative impact (after ten weeks) 
of WOM channels (11.80) is about twice 
that of MKT channels (5.89). Moreover, 
the effect of the MKT acquisition settles 
down after only three weeks, whereas 
the effect from WOM channels lasts 
approximately six weeks. These dynamics 
are important in a customer acquisition 
strategy because they show how a manager 
who focuses only on short-term customer 
counts per channel will allocate efforts 
suboptimally. Customers acquired through 
MKT channels focus more on “trials” (i.e., 
short-term effects), whereas customers 
acquired through WOM tend to provide 
the firm with more “repeats” (i.e., long- 
term effects). 


for 


8 


Buzz Creation: WOM Effects 

Next, we investigate the cross-effects 
between MKT acquisition and WOM 
acquisition. Figure 3, Panel B, shows that 
customers acquired through WOM generate 
more future WOM than those acquired 
through MKT channels. For example, each 
customer acquired through marketing is 
expected to bring approximately 1.77 new 
customers throughout his or her lifetime, 
customer acquired through 
WOM is expected to bring 3.64 customers. 
However, there is no significant difference 


whereas a 


between the two channels in terms of 
short-term buzz generation. The difference 
between the short-term and the long-term 
results is partly attributable to the different 


lifetime duration of these two customer 


We tested for the differences in the cumulative IRF using Monte Carlo simulations following the 


procedure in the work of Liitkepohl (1993, p. 495) (see also Table 5). 
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Figure 3:Direct effects and buzz effects 


A. Direct Effects on Total Log-In Activities 
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Notes: The graphs in Panel A show the effectof one customer increase from each channel on the total 
log-in activity of the firm over ten weeks.The graphs in Panel B show the effect of one customer increase 
from each channel on the total number of customers acquired through WOM over ten weeks. Square 


markers indicate statistically significant values at the 5% level. 


cohorts.” Which factor is more important 
in explaining the future dynamics of WOM 
acquisition? We measure how much of 
the forecast error variance in future WOM 
acquisition can be attributed to a change in 
current MKTacquisition, WOM acquisition, 
and firm value by decomposing the forecast 
error variance of WOM. Forecast error 
variance decomposition analysis is a tool 
to investigate the relative importance of 
each endogenous variable in a VAR system 


9 


in explaining the long-term movements 
of a focal variable. For example, if a shock 
in variable X cannot explain any of the 
forecast error variance of variable Y, then Y 
is exogenous in the system (Enders 2004). 
As Figure 4 shows, shocks in MKT 
customeracquisitionexplainapproximately 
600/0 of the changes in WOM acquisition in 
the short run (1.e., in one or two weeks). 
However, in the long run, WOM becomes 
more important in explaining future 


We investigate this issue by calculating each customer's probability of being active and counting those 


active customers in two customer cohorts. Please refer to the "Customer-Base Analysis" subsection. 
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WOM generation (its impact stabilizes at 
approximately 50%). In contrast, VALUE 
explains only 1.3% of the variance in the 
long run. Overall, this analysis confirms 
that future WOM customer acquisitions 
are better predicted from current WOM 


acquisitions than from current MKT 
acquisitions. 
Other Effects 
In addition, we find significant 


reinforcement effects for both acquisition 
channels. For example, MKT channels have 
a cumulated reinforcement effect of 1.44; 
that is, each new customer acquired through 
marketing generates 1.44 customers in the 
long run. However, we find no evidence 
of feedback effects; that is, the response of 
future acquisitions to a shock in log-ins is 
not significant. Therefore, merely observing 
more intense log-in activity among 
existing customers does not increase future 
acquisition levels. 


MODeL VaLIDaTIOn 


We validate the main results of the proposed 
model in two ways. First, we check whether 
our main findings hold within distinctive 
customer cohorts to verify that our findings 
are not due to unobserved heterogeneity. 
Second, we investigate the dropout rates of 
two customer groups (i.e., MKT customers and 
WOM customers) by individual-level log-in 
data to examine possible aggregation bias. 


Segment-Level Analysis 

We estimate six segment-level VAR models 
to obtain direct and buzz effects within 
customer cohorts: large firms (with more 
than four employees) versus small firms, 
retailers versus nonretailers, and U.S.-based 


firms versus non-U.S.-based firms. In each 
segment-level VAR model, we measure 
three endogenous variables (i.e., MKT, 


WOM, and VALUE) within a customer 
cohort so that the resultant IRFs show the 
relationship between customer acquisition 


and firm value for each demographic 
pool. As Table 5 shows, our main results 
(i.e., direct effects and buzz effects) hold 
in the segment-level analysis. Consistent 
with the results from the main VAR model, 
customers acquired through WOM create 
higher firm value in the long run for all 
but one cohort. The exception is non- U.S.- 
based firms, which show a nonsignificant 
difference in the long-term value creation 
between MKT customers and WOM 
customers. Because these non-U.S.-based 
firms are geographically spread out around 
the world, they are less likely to be close 
to a WOM generator who could influence 
their log-in behavior. Regarding buzz 
effects (ie., generating future WOM), all 
but one demographic pool show a pattern 
consistent with the IRFresult from aggregate 
VAR models. Word-of-mouth customers 
create more future WOM in the long run 
within each customer cohort. Again, only 
non-U.S.-based firms show a nonsignificant 
difference. Note that we test the statistical 
significance of these differences by Monte 
Carlo simulations with 250 replications. 
In summary, a segmentbased analysis 
confirms the result that the two customer 
acquisition channels (i.c.. MKT and WOM) 
bring in different customers in terms of 
their contribution to firm value and the 
creation of WOM communications. 


Customer-Base Analysis 

As a second validation test, we construct 
individual-level log-in data for the 
customer groups—those acquired through 
MKT channels and those acquired through 
WOM. Following Fader, Hardie, and 
Lee (2005), we estimate each customer’s 
probability of being “active” at each point 
in time on the basis of his or her log-in 
history, such as (1) the number of past 
log-ins, (2) the time of the most recent 
login, and (3) the length of observation 
period. We provide the details of this 
analysis in the Appendix. 


two 


The impact of marketing—induced versus word-of mouth customer acquisition 75 





Figure 4: WOM forecast error variance decomposition 
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Notes: The graph shows how much of forecast error variance WOM acquisition can be attributed to 


changes in three endogenous variables (i.e., MKT, WOM, and VALUE). For example, approximately 


65% of the one-period-ahead forecast error variance of WOM acquisition is explained by MKT 


acquisition. This proportion gradually decreases to approximately 48% in the long run, whereas 


the proportion explained by WOM grows to approximately 50% 


Table 5: Segment-levels analysis 





A. Accumulated Direct Effects 

















MKT Acquisition WOM Acquisition Difference (WOM -— MKT) (t-Statistic) 
Main model 5.89 11.80 5.91 (10.62) 
Large firms 7.53 7.85 32 (3.79) 
Small firms 6.96 9.51 2.55 (6.57) 
Retailers 11.23 11.93 .70 (2.49) 
Nonretailers 6.36 9.32 2.95 (12.32) 
U.S. firms 7.53 10.77 3.24 (8.63) 
Non-US. firms 5.97 5.70 -.27 -(1.38) 

B. Accumulated Buzz Effects 

MKT Acquisition WOM Acquisition Difference (WOM-— MKT) (t-Statistic) 
Main model 1.77 3.64 1.87 (10.27) 
Large firms 2.87 3.19 32 (5.19) 
Small firms 1.89 3.02 1.13 (9.93) 
Retailers 2.27 2.76 49 (5.04) 
Nonretailers 2.11 3.43 1.32 (14.17) 
U.S. firms 2.08 3.15 1.07 (9.78) 
Non-U.S. firms 2.44 2.54 10 (.94) 





Notes: All numbers are accumulated IRFs over ten weeks after a corresponding shock. We test the statistical 


significance of the differences by t-statistics obtained from a Monte Carlo simulation with 250 replications. 


The magnitudes of accumulated IRFs in the main model and those in the segment-level model are not 


directly comparable, because the latter does not allow between-segment customer interactions such as 


referrals. The main objective of this segment-level analysis is to confirm whether the difference of value/ 


buzz creation between MKT and WOM customers holds in each customer cohort. 
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Figure 5: Customer dropout rates 
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Having obtained the probability of being 
active for each customer, we calculate 
dropout rates for the 
customer groups.'° As Figure 5 shows and 
consistent with our main findings, WOM 
customers stay longer with the company 
and thus are expected to make a greater 
long-term contribution to the firm’s value. 
For example, whereas fewer than 30% of 
MKT customers are active by the fourth 
week after registration, more than 50% of 
WOM customers are still active at the same 
time point. This analysis shows that the 
main findings from an aggregate VAR model 
are not due to unobserved heterogeneity or 
aggregation bias. 


customer two 


eCOnOMIC IMPaCT SIMuLaTIOn 


In this section, we demonstrate a numerical 
simulation to highlight the economic 
impact of MKT versus WOM acquisition 
methods. Under some assumptions based 
on the sample observations and model 
findings, we compare the financial impact 


of acquiring 1 000 new customers through 
the two channels. First, as a basis for the 
simulation, we calculate the number of 
active customers, the number of weekly 
log-ins, and a present value of expected 
revenue over ten weeks. We assume that 
each log-in made by active customers is 
worth $2 for the company.'! We obtain 
the baseline values of the number of 
customers and weekly log-ins from sample 
averages in the observation period and 
customer dropout rates calculated in the 
customer base analysis. We calculate the 
present value of revenues using a weekly 
time discount factor of .2%. Second, we 
calculate the expected increase in the 
number of customers, log-ins, and revenues 
over the same ten weeks attributed to 
the incremental acquisition of 1 000 new 
customers either through MKT methods 
(Case 1 in Table 6) or through WOM 
(Case 2 in Table 6). 

We obtain the increase using the IRFs 
from the main VAR model. Because the 


10 We use a threshold value of .5 to determine an active customer (see Reinartz and Kumar 2000). 


11 


This value may be different across firms and industries. In our case, we obtain it by comparing customer 


subscription fees charged after the observation period with average log-in activity during the observation 


period. 
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Table 6: Economic impact simulations 


A. Case 0: Status Quo 























Time (Week) Base- 1 2 3 4 5. 6 7 8 9 10 Total 
line 
Number of active 20,000 22,000 22,696 23,523 24,350 25,056 25,657 26,219 26,769 27,305 27,796 25,137 
customers 
Number of weekly log-ins 9000 9900 10,213 10,585 10,957 11,275 11,546 11,799 12,046 12,287 12,508 113,117 
Revenue (presentvaluein 18,000 19,800 20,385 21,086 21,784 22,371 22,862 23,316 23,758 24,185 24,570 224,117 
dollars, weekly) 
B, Case 1: Acquiring 1 000 More Customers Through MKT Methods 
Time (Week) Base- 1 2 3 4 5 6 7 8 9 10 Total 
line 
Number of active 20,000 24,056 24,075 24,822 25,585 26,207 26,678 27,146 27,653 28,162 28,597 26,298 
customers 
Increase 2056 1379 1300 1236 1151 1021 927 884 857 801 1161 
Number of weekly log-ins 9000 13,248 11,518 11,147 11,232 11,427 11,639 11,860 12,089 12,317 12,530 119,007 
Increase 3348 1305 562 274 152 94 62 43 30 21 5 890 
Revenue (presentvaluein 18,000 26,495 22,989 22,206 22,327 22,673 23,047 23,438 23,842 24,244 24,613 235,875 
dollars, weekly) 
Increase 6695 2604 1120 546 302 185 122 84 59 42 11,759 
C, Case 2: Acquiring 1 000 More Customers Through WOM 
Time (Week) Base- 1 2 3 4 5 6 7 8 9 10 Total 
line 
Number of active 20,000 23,000 23,811 24,781 25,742 26,448 26,992 27,496 27,998 28,487 28,923 26,368 
customers 
Increase 1000 1116 1258 1392 1392 1334 1277 41228 1183 14127 1231 
Number of weekly log-ins 9000 12,716 12,604 12,459 12,372 12,324 12,316 12,361 12,455 12,584 12,724 124,914 
Increase 2816 2391 1874 1415 1049 770 562 409 297 216 11,798 
Revenue (presentvaluein 18,000 25,431 25,158 24,818 24,597 24,452 24,387 24,427 24,545 204,770 24,994 247,597 
dollars, weekly) 
Increase 5631 4772 3732 2813 2081 1524 1111 807 585 424 23,481 





Notes: The simulation is based on the results from an IRF analysis and a customer-base analysis described in 


the main text. We assume that each log-in creates $2 of revenue, derived from average customer revenue 


and log-in levels. We also derive baseline values from sample averages of the observation period. A 


weekly time discount factor of .2% is used to calculate the present value of revenue. 


IRFs in Figure 3 show the impact of one 
customer acquisition, we multiply these 
IRFs by 1 000 to obtain the effect of 1 000 
new customer acquisitions. The simulation 
results appear in Table 6. The simulation 
shows the financial contributions of the 
two customer acquisition channels both 
in the short run and in the long run. For 
example, this firm can increase its short- 
term revenue more through MKT customer 
acquisition ($6,695) than through WOM 
customer acquisition ($5,631). However in 
the long run (i.e, more than ten weeks), 
the latter has a greater financial impact 
($23,481 of present value) than the former 


($11,759 of present value). The primary 
reason for this difference is that customers 
acquired through WOM tend to stay longer 
generate 
increases in 


active customers and_ thus 
time. The 


as 
more value over 
the number of active customers between 
Cases 1 and 2 are not significantly different 
(1161 versus 1231, respectively). Because 
we compare the financial impact before 
incorporating acquisition marketing 
costs, the difference becomes even more 
pronounced when we consider such costs. 
For example, if the firm needs to spend 
$10 per new customer acquisition through 
MKT channels, the net value of one MKT 
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customer is $1.76, whereas that of one 
WOM customer (assuming that there is 
no cost associated with WOM acquisition) 
is $23.48. Therefore, managers can use 
such simulation results to determine an 
appropriate level of customer acquisition 
spending. As an __ illustration, if the firm 
wants to use financial incentives to boost 
WOM acquisitions, incentives of up to $23 
per acquired customer would be justified. 


COnCLuDInG ReMaRKS 


In this article, we developed a statistical 
model capable of measuring the long-term 
impact of customer acquisitions through 
different channels on customer equity 
growth. The VAR model enables us to 
measure the financial impactof an additional 
customer on the firm’s performance. Thus, 
we do not explicitly measure the marketing 
effort (ie., acquisition spending) but 
rather how the result of that effort (i.e., an 
acquired customer) increases the customer 
equity of the firm. We constructed a metric 
from the IRF analysis to measure the 
intrinsic value of the “typical” customer 
coming from a specific acquisition channel. 
This metric captures not only the dynamic 
effects of a customer in his or her tenure 
but also the customer’s influence on other 
customers (e.g., generating future WOM). 
As such, our metric captures the impact of 
an additional customer on the customer 
equity of the firm. We expect that as the 
quality of customer databases continues to 
increase, our approach will permit a more 
careful assessment of the long-term value 
of adifferent groups of customers. The 
finding that CLV depends on a customer’s 
acquisitionmodehasimportantimplications 
for marketing management, especially for 
new ventures. If financial needs dictate 
that new customers need to be acquired 
quickly, higher initial marketing budgets 
will be needed. At the same time, higher 
retention budgets will be required later on 
because the firm will need to spend more 
on these MKT customers to preserve their 


long-term value to the firm. Conversely, 
firms that can afford to build a customer 
base organically (i.e., through WOM) face 
a better long-term profitability outlook and 
can spend less on customer retention. All 
else being equal, their shareholder value 
should be higher. The limitations of our 
work offer areas for future exploration. 
First, our data on acquisition channels were 
selfreported. In general, this limitation is 
difficult to overcome in any study that 
incorporates WOM, though advances in 
tracking Internet communications may 
improve the quality of the data (e.g., 
Chevalier and Mayzlin 2006). Second, our 
model does not incorporate marketing 
spending, so we investigate only the value 
creation stage of the customer acquisition 
process. To make more accurate optimal 
resource allocation inferences, acquisition 
response _ functions with marketing 
spending data should be added to the 
model. Third, we use the number of log-ins 
as a proxy for the firm’s profit. Although 
we demonstrated the face validity of 
this proxy variable in our setting, direct 
profitability data, if it were available, would 
improve model inference. Fourth, because 
our data set only contains the predominant 
channel that drove a customer to the firm, 
we cannot account for interactions among 


different acquisition channels. It would 
be worthwhile to investigate the possible 
synergies among different customer 
acquisition channels. Fifth, additional 


research is needed to understand the 
dynamics of WOM generation. For example, 
researchers can investigate how “fertilized” 
referrals may attract different customer 
cohorts compared with spontaneous WOM 
communications. Sixth, our results could 
change with different time windows. For 
example, the difference between MKT and 
WOM acquisition could be greater for a 
start-up than for the same firm after reaching 
maturity. Given that we had only 70 weeks 
of data, we could not estimate the metric 
in different time windows. Finally, because 
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our results are based on a single product 
category, it is necessary to investigate 
additional industries to find empirically 
generalizable differences between the two 
customer acquisition channels. 


aPPenDIx: CuSTOMeR-BaSe 
anaLysIs 


To investigate dropout rates for two 
customers cohorts (i.e., customers acquired 
through MKT methods versus WOM), we 
calculate the number of “active” customers 
at each point in time using individual- 
level log-in data in the observation period. 
Following Fader, Hardie, and Lee (2005), 
we assume the following for a customer’s 
log-in behavior: 
¢ The number of log-ins made by an 
“active” customer follows a _ Poisson 
process with occurrence rate i. 
¢ Customers are heterogeneous in A, 
following a gamma distribution with 
parameters y and a. 
¢ A customer may become inactive after 
any log-in with probability p. 
¢ Customers are heterogeneous in p, 
following a_ beta’ distribution with 
parameters a and b. 
¢ 2X and p are independently distributed 
across customers. 
These assumptions yield a beta-geometric 
negative binomial distribution model. After 
estimating four parameters (y, a, a, and b), 
we can calculate a customer’s probability 
of being active at each time given his or 
her log-in history, such as (1) the number 
of past log-ins (x), (2) the time of the most 
recent log-in (t,), and (3) the length of 
observation period (T), such that 


E[Pr(active at T|X =x, t,. T, y, a, a, b)] 
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where I{x > 0} is 1 if x > 0 and 0 if otherwise. 
We conduct the analysis through the 
following steps: 


Step 1. Data Construction 

We construct two separate data sets 
MKT customers and WOM customers from 
the original data set. We select customers 
who have longer than 20 weeks of log-in 
history, which results in 3 020 customers 
for MKT acquisition and 6 691 customers 
for WOM acquisition. For each individual, 
we measure x, t,, and T. 


for 


Step 2. Parameter Estimation 

We estimate four model parameters using 
Excel Solver. The detailed estimation 
procedure can be found in the work of 
Fader, Hardie, and Lee (2005). As a result, we 
obtain four parameters for each customer 
group, as follows: 





WOM MKT 
y 2.978 2.746 
a 6.036 5.736 
a 630 698 
b 983 873 





Step 3. Calculating Pr(active) 

Using the preceding parameters, 
calculate Pr(active) for each customer at 
each time. These probabilities vary over 
time depending on a customer’s log-in 
activities. For example, if a customer does 
not log in for a while, his or her Pr(active) 
continues to decrease. When this customer 
logs in again, the probability goes up. 


we 


Step 4. Calculating the Number of Active 
Customers 

Using a cut-off value of .5, as Reinartz and 
Kumar (2000) recommend, we can classify 
a customer as “active” or “inactive” at 
each point in time. Then, we can calculate 
the number of active customers for each 
customer group. 


Step 5. Calculating Customer Dropout 
Rates 

Having obtained the 
customers, we can 
dropout rates for each customer group. 


number of active 
calculate customer 
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Because the result in Step 4 does not 
provide us with each customer’s dropout 
rate, we separately calculate the number 
of customers for each cohort who are 
acquired at the same time. In other words, 
we calculate the number of customers in 
each customer’s first week, second week, 


and so on. The results appear in Figure 5. 
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Strategic drivers for retail in SA - 
considerations in the controllable and 
uncontrollable landscape of the future 
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OPINION 


BACKGROUND 


The post 1994 new South Africa established 
a firm platform for economic growth, the 
development of a larger and stronger middle 
class and a higher demand for household 
goods and services, enabling significant 
growth opportunities in the retail industry 
—as reflected in the good business results of 
most listed retailers on the JSE- since 1994 
up to 2008. A number of retailers utilized 
this period to embark on aggressive and 
successful growth strategies, based on long- 
term predictions of sustainable GDP growth 
while keeping an eye on exogenous events 
like the emerging markets currency crisis 
of 1998, which cause interest rates and 
inflation to rise to unsustainable levels. 

The worldwide economic meltdown 
starting in 2008/9 has had its 
on the South African economy although 
to a lesser extent than in USA and Europe 
where it originated, but nevertheless the 
South African GDP slowed down and went 
into negative territory in 2009, household 
debt reached record high levels, and an 
estimated one million people lost their jobs 
in the formal labour market. This caused 
a significant slowdown on_ the 
side for household goods and services and 
impacted on the business performances 
and growth trajectories of listed retailers on 
the JSE. 

This period of 
described by some prominent captains of 
the retail industry as the “toughest in their 


influence 


demand 


slowdown has been 


careers”. Despite the gloom associated with 
tough periods, they also create opportunities 
to strategically reposition a business for 
the future than good times sometimes 
allows as confirmed by the GE CEO Rumelt 
(2009) when he said: “During hard times, 
a structural break in the economy is an 
opportunity in disguise to survive — and 
eventually, to flourish — companies must 
learn to exploit it’. The option to use or 
lose the opportunity for repositioning 
businesses, as the South African economy 
is preparing itself for incremental and 
slow recovery, remains in the hands of the 
captains of the retail industry. If the option 
to use it is to be exercised, two sets of factors 
— (1) uncontrollable and (2) controllable 
have to be considered in the effort to shape 
a position in the retail market relevant for 
the future and to secure sustainability. 


UNCONTROLLABLE DRIVERS 


Political 

The South Africa is now fully integrated 
into the global political economy and 
therefore a business conducive international 


environment with a_ stable international 


political and economic’ environment 
with growth — including absence of major 
exogenous’ shocks (e.g. catastrophic 


terrorism attacks like 9/11, oil price) and 
a positive investment sentiment towards 
emerging markets must be considered as 
major growth drivers. 


The South African government is faced 
with a challenge of entrenching democracy, 
building democratic institutions and 
sustaining confidence in the judicial 
system and rule of law while adopting a 
fairly conservative economic posture — with 
prudent fiscal and monetary policies on one 
hand while facing massive service delivery 
challenges in most of its social economic 
spheres on the other hand and this will 
continue for the foreseeable future, with 
direct cost implication for retail industry in 
terms of the: 
¢ Cost of doing business — especially costs 

generated by public sector providers 

like electricity costs and_= railway 
transportation costs 

¢ High levels of crime causing business 
to focus more than ever before on 
prevention strategies — at a cost 

¢ Deterioration of road networks and 

associated transport maintenance costs 
Impatience of South Africans on the 
unfulfilled promises of a better life 
with significant risk for social stability 
— especially around the unsuccessful 
building and _ provision’ of 
for millions living in shacks in 
growing urban areas and 
redistribution of agricultural productive 
land as articulated in the land policy 


houses 
fast 
unsuccessful 


Social, Law and order 


¢ Acontinuation of higher dependency on 
social grants as a mean to satisfy basic 
needs with the associated impact on the 
fiscal 

¢ Maintaining law and order and reducing 
levels of crime — including levels of actual 
corruption and perceptions of corruption 


Economic 

* Relative slow recovery in GDP growth 
causing a more competitive environment 
for market share of disposable income 

¢ Highly volatile exchange rate impacting 
on import cost forecasts and export 
capability forecasts. 
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¢ Possible slowdown in fixed investment 
in especially the electricity and transport 
sectors to alleviate the capacity problems 
while also addressing effective energy 
saving plans 

¢ The will to proactively, smartly and 
efficiently manage scarce water resources 
in all areas of the economy — agriculture, 
mining, industrial and households 


Labour 


¢ Continuation of a demand for higher 
wages driving costs wages bills higher. 

¢ Addressing the serious skills shortage — 
starting with fundamental changes in the 
school and university system 


Regulatory 

¢ A business environment with an even 
higher degree of regulatory requirements 
causing a direct impact on the cost of 
doing business 

¢ Sufficient competition in all sectors of 
the economy, and a fair, efficient and 
non-penalising tax system 


CONTROLLABLE DRIVERS 


Product (merchandise) 


The challenge of the future will be to not 
only have contemporary product available 
to satisfying customer’s needs but to offer 
a real value proposition that is more than 
product as a commodity. 


Service (customer) 


Products in the world of commodities are 
easily copied and there is limited scope for 
a differentiated offering but when coupled 
with differentiated services, they are 
more difficult to copy due to their people 
dependency. 


Multiple products 
channels 

The notion of limited products through 
limited channels will be challenged — the 
migration away towards multiple product 


through multiple 
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and service offerings has started and will 
build momentum. 


Price (Value for money) 

The money competition will 
intensify in the context of the race for 
the disposable income in the market — 
innovative packaging of solutions 
consumers in this domain will be imperative 
for success. 


value for 


for 


Financial services (Value proposition) 

The role of retailed owned and managed 
financial services solutions will become 
increasingly important as a core competence 
whilst conventional retail banks continue 
funding of 
household credit for consumer goods. 


in their effort to master the 


Technology 


¢ Continuous refreshing of technology 
platforms and using new technological 
developments appropriately will be at 
the pivotal to retailers’ effort to drive 
effiencies and customer service up whilst 
reducing cost enabling business strategies 

¢ Online shopping will grow as the cost 
of broadband internet services reduces; 
access increases and younger generation 
customers who are internet savvy make it 
their primary shopping entry. 


Customer Relationship Management 

The ability to have constant accurate access 
of every individual customer to enable 
predictable buying behavior and customer 
satisfaction will cement competitive 
capability. 


Location 


Migration of communities from rural to 
large metro’s and migration of communities 
within large metro’s will have to be closely 
monitored to secure optimum location 
(site) for retailers. 


Leadership 


¢ The leadership competence set and 


requirements will change dramatically, 
ability to cope with highly volatile and 
fast changing environments in a diverse 
workforce and an increasing customer 
and shareholder-demanding world will 
be a prerequisite for success. 

¢ Havinga future orientation and using 
economic value metrics to make 
investment decisions 


POST RECESSION RETAIL TRENDS 

Watson (2009) identified the 

significant changes in consumer behavior 

as additional variables to be considered for 

at least the short and medium period post 

recession; 

¢ Cheep is now cool 

¢ People are trading down in general, and 
shoppers are trading down _ between 
segments 

* People are creating and consuming at 
home 

¢ Consumers want to be in control 

¢ It is ok to rent 

¢ We’ve burned the bling 

¢ Simplicity is back 

¢ Local not global 


following 


CONCLUSION 


The strategic challenge for retail leaders will 
be to navigate their way through the set of 
uncontrollables, controllables and the post 
recession variables. 

The 
character point of view will remain intact 
but the content can and will change in its 
essence and the ability to develop proactive 
strategies in a new world as described 
by Rumelt (2009) among others, will be 
foundational to future success 


fundamentals of retail from a 


“Strategy is a cohesive response to a challenge. 
A real strategy is neither a document nor 
a forecast but rather an overall approach 
based on diagnosis of a challenge. The most 
important element of a strategy is coherent 


view point about forces at work, not a plan’ 
—(R Rumelt:2009) 


